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Practice Before the United States Board of
Tax Appeals
*
By J. G. Korner, Jr.
Axioms and time-worn adages have a tendency to become fixed
as always expressing a truth, and all of us, being human with
minds more or less prone to fixation by habit, are surprised when
we find one of these accepted catch-phrases to be disproven. One
of the oldest of these is the saying: “You can’t teach an old dog
new tricks”—and its converse, “You can’t teach a new dog old
tricks.” The experience of the board of tax appeals is showing
that the certified public accountants of our country are relegating
this time-honored truism into the limbo of disproven things.
The law student and the licentiate soon come to know that
there are at least two great branches of their profession that no
teacher can fully impart to them. One is trial procedure and the
other, in an almost equal degree, the law of evidence. Experience
is the only teacher who can impart these subjects to the practi
tioner. And we all know that experience is an expensive, al
though a thorough, preceptor. The lawyer, with a professional
background of over seven hundred years of Anglo-Saxon legal in
stitutions, finds this as true today as it was centuries ago. It is
not surprising then that a younger profession without that back
ground and experience of predecessors, and without preliminary
training in that direction, should find difficulty in a quick mastery
of these elusive subjects.
It is because of this apparent fact that I have chosen as the sub
ject of this talk the practice and procedure before the board of
tax appeals. It was with considerable diffidence that I chose a
topic which might to someone have the appearance of placing me
in the position of lecturing the members of a profession which has
*An address delivered at a regional meeting of the American Institute of Accountants, Cincin
nati, Ohio, May 23,1925.
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proven that it is quite able to take care of itself. Therefore, I
conferred with some of the members of the Institute who stand
high in your councils, as to the propriety of my doing so. I was
assured that a frank discussion of a subject so vital to you in your
relation to the board of tax appeals would be welcomed by you.
Thus assured, I have undertaken to do so. Suggestions and even
criticism of a constructive nature ought to be mutually helpful to
the understanding of problems whose difficulties are mutual
and even inter-dependent, as between your profession and the
board.
It is my desire, then, to discuss with you what I consider a
problem of genuine mutuality between us. Your aim in the tax
practice is the same as the aim of the board in administering it—
but viewed perhaps from a different standpoint. The real aim of
both of us is to arrive at the truth of every problem presented and
to attain a just and righteous result. If that result is attained,
both of us have done our duty. If you present a taxpayer’s
appeal fully and adequately and that result is not attained, it is
the fault of the board. On the other hand if your presentation is
not a full and adequate one, and the desired result (just referred
to) is not attained, then the fault does not lie with the board.
Now, to arrive at justice the truth must first be revealed. All
justice and fair dealings are based on truth. The truth of every
problem must depend on the exposition of the facts. After all,
truth is but the composite-mass of all the facts. Justice is but the
correct conclusion deduced from these facts. Since the right con
clusion is predicated on the facts, it is obvious that such a conclu
sion can not be drawn without the underlying truth, i. e., the facts
supporting it.
In February I was at Johns Hopkins university at the occasion
of the conferring of the degree of doctor of laws upon Hon. Owen
D. Young, (associate and colleague of Vice-President Dawes) of
the reparation commission. In the course of his address Mr.
Young adverted to the propensity of human kind, and of Ameri
cans in particular, to arrive at conclusions without any knowledge
of the facts in the case. He observed that he had come to the
conclusion that “facts” are about the scarcest commodity in the
universe and that this conclusion of his is based on the paucity
with which they are used. There is much food for thought in this
observation. Arguments, either oral or in brief, do not constitute
facts. Arguments are but conclusions predicated on a given state
2
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of facts. Definiteness of issue, clarity of presentation, and, above
all, accurate facts, are the elements most necessary in the proper
decision of cases. With the facts before us, the solution of the
problem may not be easy but it certainly is more apt to be
correct.
It is the experience of the ages that no game can be played with
out rules. The experience of judicial tribunals for centuries has
proven that correctly to determine the issues between litigants,
there must likewise be rules. As in the case of the game, this in
sures fair play and expedition. The board of tax appeals realized
this at the outset. It likewise realized the magnitude of the task
before it and set about to find a way in which both of these essen
tial elements could be found. So the first problem with which the
board was confronted was that of determining its policy with re
spect to rules of practice. Congress left the question of formality
of procedure to the judgment of the board. Thus it became
necessary to decide whether to provide for very informal pro
ceedings or for strictly technical rules, or for some system be
tween the two. The board had the experience of the bureau of
internal revenue before it and decided that the highly informal
procedure there was not suited to the task in hand. It likewise
had the experience of the courts with the technicalities necessary
to such a system, and it was decided that such a system was not
best adapted to our use. So the board adopted a policy midway
between the two. Since there is no jury, the strict legal rules of
evidence were not deemed necessary. The rules were drawn to
permit a full presentation of the fact without undue restriction.
On the other hand, the board is not in any wise a part of, or
branch of, or connected with, the treasury department. No
bureau record comes before the board except as it is properly in
troduced by the parties. There being no record except that
made by the parties, it was necessary to prescribe rules which
would tend to build up a record with the elimination of all ex
trinsic and immaterial matters. If my hearers would bear this
in mind, much of the difficulty which is found with the rules would
be dissipated.
I was for three years in the bureau of internal revenue and I am
familiar with the practice there. For that reason I see and ap
preciate the difficulties some of you find with the practice pre
scribed by the board. I realize keenly that the practice before
the bureau has had the tendency to unfit you in a way for the
3
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practice before the board. To me this is not surprising. Indeed
it would be surprising if it were not so. Let me put it this way:
Those of you who for a long time have practised before the
bureau have become familiar with that system and you are in
clined to be thrown off, even bewildered, by a procedure radically
different. Let me illustrate: You have a tax case to present.
You prepare it largely along the lines which would suggest them
selves to an accountant. You go to the unit. There you sit
down at a table with one or more men of your own profession.
You speak to him or them in the language of your profession—in
the language of the tribe, so to speak. They understand you and
you understand them. In a sense you have the same viewpoint.
No studied attempt is made to segregate and classify facts as dis
tinguished from conclusions. Letters, ex parte affidavits, un
sworn statements, briefs of argument, contentions, rulings, opin
ions and the like, all go into the record indiscriminately. Finally
a great mass of data is collected —a great deal of which is in the
brain of the conferees. You are quite familiar with what hap
pens if the conferee dies or resigns, or if some person on whom you
depend for substantiation of your position is unavailable. The
government conferee and the reviewing bodies in the bureau may
choose from the record that which impresses him or them. In a
few words, the record is not one which could legally bind anyone.
The findings of fact and the logic of the conclusion are not re
quired to be set forth by the bureau and if the decision is adverse
to you, you wonder why—and you sometimes ask why.
Now the statute creating the board requires that the hearings and
the records be open to the public. It further provides that the board
shall make and publish its findings of fact, which shall be prima facie
evidence of the facts so found in a proceeding in court either by the
commissioner or by the taxpayer. It is obvious, then, that the
record upon which such findings of fact are predicated must be care
fully and legally constructed. The purpose of the rules of proce
dure and evidence adopted by the board is to accomplish that thing.
I can not here go into a discussion of what constitutes proof of
fact. To do so would be to attempt to cover the whole field of
evidence. I think the purpose of this discussion would be better
met by pointing out a few of the things which do not constitute
evidence. Chief among these are:
(1) The petition,
(2) Statement of counsel,
4
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(3) Unidentified and unauthenticated documents and letters,
(4) Rulings of the bureau of internal revenue,
(5) Affidavits which have not been submitted to the solicitor
and agreed by him to be submitted as evidence,
(6) Balance-sheets, valuation appraisals and mathematical
computations of various kinds, unsupported by proof
of the facts they contain. As a rule such evidence is
nothing more than opinion evidence of the person pre
paring it and is necessarily in the nature of conclu
sions. It carries with it the right of the opposing party to
cross-examine the witness to test his qualifications to
testify and to establish the facts on which such conclu
sion and opinion are predicated,
(7) Briefs and written argument filed by taxpayer.
The enumeration I have just given points out only a few of the
erroneous impressions under which the board has observed prac
titioners to be laboring. Bearing in mind what I said a while ago
as to the necessity for the presentation of facts, let me give a
fairly typical though composite illustration of what I mean:
An appeal was filed in which the taxpayer alleged two points of
error in the commissioner’s determination. The first was the
disallowance of the amount of depreciation claimed by taxpayer;
the second was the disallowance of an alleged bad debt for which
the taxpayer claimed a deduction. At the hearing of the appeal
the taxpayer did not appear, nor did any witnesses appear. The
representative of the taxpayer was present and offered nothing
but the following:
(1) A ruling of the bureau relative to certain rates of depre
ciation in the case under consideration by the bureau.
(2) A copy of the regulations of the bureau of internal revenue
relating to bad debts.
(3) A brief and an argument with citations of rulings and
authorities.
At the close of the case this was all the board’s record contained.
There was no evidence of the cost or the value of the property
sought to be depreciated; no evidence of the life of the property
or the use to which it was put; no evidence as to how the amount
claimed by taxpayer was determined.
On the second point there was no evidence as to the method of
accounting employed by the taxpayer—whether cash receipts or
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accrual basis; no evidence that a debt existed or that it had been
ascertained to be worthless and charged off; no facts of any kind
were presented.
The case was dismissed for lack of proof of any fact upon which
findings of fact could be made or a decision predicated. The
taxpayer’s representative called to see me and felt deeply ag
grieved. He said he had fully prepared his case and had set up
all the facts in his petition and in his brief. He felt that his case
had been completely and fully proved. As a matter of fact ab
solutely nothing had been proved. The record was completely
bare of facts. This representative of the taxpayer stated that in
his practice before the bureau he had usually presented his case
in just this manner and that a record so made was acceptable to
the bureau. He stated that he felt the rules of the board were
entirely too technical and that a certified public accountant would
be entirely unable to practise under such a system.
I give this illustration to impress upon you the difference be
tween the procedure in the bureau and before the board. It is
perhaps not necessary to point out to you that a petition is not
evidence of what it contains. It is merely a statement of what the
taxpayer intends to prove. In the illustration just given, if the
facts alleged in the petition were available for recitation in the
petition they were available for proof. As it was, nothing was
proved.
If, on preparing an appeal for presentation to the board, you
will analyze the situation you will soon find that the elements of
every appeal divide themselves naturally into two classes:
first, facts, i. e., things which actually exist, or did exist, or actions
taken or things done, said or written; second, conclusions, deduc
tions, opinions and argument deducible from those facts.
The first duty of the advocate is carefully to segregate these
elements. Having done so his next step is to establish the first by
evidence of their existence. This constitutes proof. His next step
is to prepare and present the conclusions to be properly drawn
from such facts by the application to them of law and logic.
In the logical presentation of an appeal at a hearing before the
board, there are three stages: first, the opening statement;
second, the proof, i. e., the establishment of the facts relied upon
in support of the appeal; and, third, the argument.
I desire to lay stress on the importance of the opening state
ment. It is here that the taxpayer’s advocate makes his first
6
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impression on his hearers on the board. A clear cut statement of
the issues involved followed by a concise narrative of the facts
intended to be proved and relied upon as the basis of the appeal,
followed by a brief statement of the principles of law involved—
these constitute a proper opening statement. On hearing such
a statement the board is immediately put upon notice of the
issues and contentions involved and the nature of the facts
supporting them. The board can then follow the development
of the appeal intelligently and with an understanding of the
relevancy and materiality of all that is said. A good, clear
and concise opening statement goes a long way toward helping
the side making it to win its case. This is because it is natural
for the human mind to appreciate and “ follow through ” logically
that which it understands. It is equally natural for the human
mind to reject and throw out of the equation that which is
not understood or is comprehended only in a foggy or nebulous
manner.
Here again, I would speak frankly and call attention to the
failure of some advocates, in this particular. It is not uncommon
for the taxpayer’s advocate in his opening statement largely to
confine his remarks to tracing the history of his case from the
first examination of the revenue agent down through its ramifi
cations and vicissitudes in the bureau. Much emphasis is laid on
what this conferee said or that reviewing unit did. The sum
total is a conglomeration of history, contentions, arguments and
recitals of mistakes made at various stages of the progress of the
appeal in the bureau. At the end the board is left with little or
no idea of whether the appeal involves bad debts, depreciation,
affiliation, special assessment or the application of section 331
with respect to invested capital. If your statement is clear and
the issues and contentions lucidly set forth, the board can watch
with interest the development of your proof in support of your
appeal. If there appears to be a gap, it is likely your attention
will be called to it and you will have the advantage of being able
to supply the omission before it is too late. If the board is
groping its way along attempting to deduce from your proof what
your issues are and your contentions relative thereto, it is hardly
probable it will note the hiatus in your proof and argument until
the appeal with the record comes up for study later. It is then
too late to rectify omissions which might have been apparent in
a more lucid presentation.
7

The Journal of Accountancy

The second stage in the presentation of the appeal at the hear
ing is the establishment of your facts. I have already dwelt at
length on this point and will not pursue it further here,
except to say that proof may be introduced either by the testi
mony of witnesses present at the hearing or by deposition (either
oral or by written interrogatories) taken elsewhere. The rules
seem to be sufficiently clear as to the manner of taking deposi
tions. I would call your attention, however, to the occasional
failure of the party taking the deposition to comply with rule 41
(d) of the board’s rules of practice, in that the two copies of the
depositions are not forwarded with the original to the board. It
is necessary for these copies to be received for purpose of service
on the parties. Parties have at times been embarrassed by their
failure in this particular.
While on the subject of depositions, I would say a word as to the
filing of applications to take depositions on the eve of the day set
for hearing of the appeal. The right of taking depositions is
granted by the board for the convenience of the parties and is not
intended as a means for securing continuances. I recognize that
exigencies do arise which make it necessary to file such an applica
tion at the last moment. Such cases will be considered on the
merits of the situation. As a usual thing, however, the party de
siring the deposition knows or has reason to know far enough in
advance that deposition will be necessary. It is his duty in such
case to move promptly. If he does so he will experience no diffi
culty. On the other hand, we have instances in which one
party allows his adversary to bring witnesses to Washington, or
have them on the way, and then files application to take deposition
and for a continuance. In such cases the application is denied.
In addition to the testimony of witnesses at the hearing and
documents made competent by them and to depositions taken
under the rules of the board, there is yet another form of proof
permitted by the board. I refer to the introduction of documen
tary evidence by stipulation or agreement between the parties.
While this relates to all documentary evidence your attention is
specifically called to rule 31 relating to ex parte affidavits.
The third stage of a hearing is the argument. I need not dwell
on this. Here, as in the case of the introduction of evidence, the
taxpayer has the right to open and conclude. That is, he is like
the housewife—he has both the first and the last say. If your
opening statement has been clear and your proof pertinent and
8
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material, the board can follow your argument with understanding
and appreciation. On the other hand, an argument can be of
little value or assistance to the board unless the issues and con
tentions are clear and unless the argument is supported by facts.
An argument properly supported by evidence is of great benefit to
the board and much attention is given to it. Without such evi
dence the argument is wasted. It is not necessary that argument
be made orally at the hearing. It may be confined to written
briefs. If a brief has been prepared beforehand it will be received
at the conclusion of the hearing. If either party desires to file a
brief thereafter, time is granted for that purpose.
At this point I would call attention to rule 18 of the board.
While I believe this rule is generally understood there are in
stances where it is apparent that it has not been understood or
perhaps not read. It is not the desire of the board to dismiss any
case under this rule, but it has been necessary in many instances
to do so. I hardly know how to express the rule more clearly
than it is stated. I will say, however, that in all cases where issue
is joined on a question of fact, the facts must be established to
prevent a dismissal of the appeal. This applies both to motions
and to hearings on the merits. By joinder of issue on the facts I
mean where there is a dispute as to what the facts are. If both
parties are agreed on the facts, of course there is no dispute about
them, and in such instance either or both parties may submit the
case on the agreed facts with or without argument. It is not
necessary that a party appear personally in such case. He may
advise the board that he submits his case without argument and
without appearance, or he may submit on the agreed facts and ask
for time to file brief. It sometimes happens that a taxpayer fails
to appear or writes that he will not appear. At the hearing it
appears the facts are in dispute; the commissioner moves to dis
miss; the motion is granted. Thereafter the taxpayer complains
that he submitted his case believing or thinking that the facts
were not in dispute. There is no way that I can think of to pre
vent this. Where the commissioner has answered the petition a
copy of such answer is forwarded to the taxpayer by registered
mail. A reading of the answer in connection with the petition
should advise the taxpayer whether the commissioner admits his
allegations of fact. If he does not, then the facts of the petition
must be proven. If the commissioner does admit the allegations
of fact contained in the petition, then there is no dispute as to the
9
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facts and consequently no proof is necessary, and the taxpayer and
the government may submit on the facts so admitted without
personal appearance and with or without briefs.
We have had considerable experience with motions to vacate
dismissal orders under rule 18, with request that the appeal be
restored to the calendar for trial or rehearing, or to permit the
taxpayer to come in and prove his case theretofore neglected in this
particular. It is not the policy of the board to do this in any but
exceptional cases. It is not deemed to be an exceptional case
where the party has not understood the rules or has failed to
realize when proof is necessary on the pleadings. The reason for
this is obvious. The board has before it an immense amount of
work. The appeals before it number thousands and are increas
ing at a tremendous rate. There are before us each day as many
appeals which are ready and awaiting hearing as we can hear.
Those who have prepared their appeals and have come to Wash
ington with their witnesses and representatives to try them are
entitled to be heard. As against such persons, the party who has
neglected or failed in the presentation of his appeal has no
equities. A legal axiom (centuries old) is that the law takes care
of the alert and waking man and not the neglectful and sleeping
one.
There is another provision in the statute which has been the
subject of some misunderstanding on the part of the board prac
titioners. I refer to section 900 (f)—the portion thereof com
monly referred to as the “30-day rule.” Congress has provided
that
“A division shall hear and determine appeals filed with the board and
assigned to such division by the chairman. Upon the expiration of thirty
days after a decision by a division, such decision, and the findings of fact
made in connection therewith, shall become the final decision and findings
of the board, unless within such period the chairman has directed that such
decision shall be reviewed by the board.”

From its organization the board has realized that uniformity of
opinions and rulings of the various divisions of the board is an
essential to its successful functioning. Accordingly, every safe
guard was provided to that end. From the very beginning of
the work of the board, the chairman has, within thirty days from
the date of a division decision, directed that such decision and
findings be reviewed by the board. This means that every
decision and finding which has been promulgated since the crea
tion of the board has been reviewed and discussed by the whole
10
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board. There have been some few instances in which the tax
payer after notification of an adverse decision by the board has
sought to have a review by the whole board—somewhat in the
nature of an appeal from the division to the board. If this were
the true construction of the statute it would mean that both tax
payer and the government could have two hearings by the board
of tax appeals in every case. It is not believed that such was the
intent of the statute. In no other place is there any indication
of such intent. The board has carefully considered the words of
the statute just quoted above and it is felt that congress was
making provision for uniformity of decision by permitting the
chairman to direct any or all opinions for the consideration of the
whole board. The statute does not anywhere indicate that the
review directed by the chairman should be a new hearing or a re
argument. If such is the case, and an appeal has had the review
contemplated by congress, then the decision announced as the
result of such review, is the opinion of the board and not merely
of the division which heard it. Since, as I have stated, all
decisions and findings have been reviewed by the board on the
direction of the chairman, the statute has been complied with and
there is no right of the taxpayer under the quoted section to
demand another or further review or hearing by the board.
Perhaps a word as to the practice of the board in this particular
would be of interest to you. When an appeal has been heard and
finally submitted—i. e., when all briefs or other data, time for
filing of which has been granted, have been received—the divi
sion hearing the appeal takes it under advisement. The record
is studied and briefs are read. The members of the division dis
cuss the appeal among themselves and on some appeals many
conferences are held among the division members before reaching
a conclusion and a decision therein. When a decision has been
reached the appeal is assigned to one of the members of that divi
sion for writing the findings, decision and opinion—if an opinion
is required or deemed necessary. If there is a division of opinion
among the members of that division another member is assigned
to write up the case in similar manner presenting the view or
views of the members in disagreement. When the decision of
the unanimous division or the decisions of the divided division
have been written and typed, it (or they) is (or are) distributed
among the members of the division for critical review. Further
conference or conferences are held and changes of form as well
II
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as substance are made. Then a vote is taken in the division on
the adoption of the decision in its then form, or on the adoption
of one proposed decision if two have been prepared. A majority
vote brings about the adoption of the decision as a “division
decision.” It is given a stamp date as of the day of its adoption
by the division. Immediately this decision is sent to the mime
ograph room of the board and there fifteen copies are made—
one for each member of the whole board. If a member or mem
bers of the division still dissent from the division decision as
adopted, a decision representing his, or their, view is likewise
mimeographed and circulated to all the members of the board.
The board meets in full conference on Friday and Saturday of
each week. The members who were not of the division hearing
the case have usually a week to ten days in which to study the
division decisions thus circulated, and each member is supposed
to, and does, read and prepare himself to vote on the division
decisions. At the board meeting the fullest possible discussion
of each case takes place. Many hours have been spent by the
board on a single case. When the discussion has been exhaustive
of the subject (and sometimes of the members as well) a motion
to adopt is proposed. It is not unusual for decisions to be sent
back more than once to be rewritten with a view to reaching the
proper result as the board sees it. I have gone into this matter
at some length to acquaint you with the fact that the decisions
of the board have the full consideration of all the board members,
and not only the members of the division which heard the appeal.
And now briefly about field hearings. As you of course know,
the board early in its existence sent to each taxpayer a mime
ograph letter advising him of his right to be heard by the board
in the field. When requests were made by taxpayers for such
hearings the appeals were placed on a suspense field calendar.
When a sufficient number of such appeals had been accumulated
to justify a division’s going into the field, a trip was accordingly
planned. It was decided to send the first field division to the
territory in the northwest and Pacific coast sections of the coun
try. Thereupon the field cases were called out and a field calen
dar carefully worked out as to time and place. The taxpayers
whose appeals were thus calendared were immediately notified
of a specific time and place to appear for hearings. The division
left Washington on May 2, 1925, and began holding hearings in
Milwaukee, Wisconsin. A week was spent there and the divi
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sion moved on to St. Paul, Minnesota, for ten days. Today
the division is en route from St. Paul to Seattle, Washington,
for a week. Portland, Oregon, follows with one week. The
division will then go to San Francisco and Los Angeles. It will
probably spend about six weeks in these two cities. It is ex
pected to return to Washington about July 20th.
It is our hope to send another division out in the fall of this
year to cover the central west (west of the Mississippi river) and
the southwest section. It may be possible for this division to
touch New Orleans and Atlanta on its trip.
To date there have been over 4,000 appeals filed with the board.
Of this number over 1,500 have been disposed of or taken under
submission. The appeals are coming in at the rate of between
one hundred and fifty and two hundred a week. The board has
so far been able to reach appeals for hearing within thirty days
of the filing of the commissioner’s answer. There are now about
5,000 enrolled practitioners on the rolls of the board.
As I said in the outset of these remarks, you and the board
of tax appeals have a common, a mutual, objective—that is the
search for the truth. Without it there can not be justice or or
derly government. With your help, we of the board hope to
find it. We may find it without your help but it will be infinitely
more difficult, and without your help we shall probably fail more
often. Since our interests are common it is your duty to render
this help. I can say to you as the representative of the board
that you can do this in no better and more effective way than
by bringing us the facts.
Again let me illustrate: Nebuchadnezzar had a dream and he
commanded to be called before him magicians, astrologers, and
the Chaldeans to show to him his dream and the king said unto
them: “I have dreamed a dream, and my spirit was troubled to
know the dream”. The Chaldeans answered the king; “Tell thy
servants the dream, and we will shew the interpretation”. The
king said to the Chaldeans; “The thing has gone from me: if ye
will not make known unto me the dream, with the interpretation
thereof, ye shall be cut in pieces, . . . but if ye shew the dream,
and the interpretation thereof, ye shall receive of me gifts and
rewards and great honor; therefore shew me the dream, and the
interpretation thereof.” They answered and said: “Let the king
tell his servants the dream, and we will shew the interpretation
of it.” And then the king sent for Daniel and Daniel told the
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king what his dream was and likewise explained to the king the
interpretation of the dream. Now, I daresay that when this was
told to the Chaldeans, the astrologers, and the magicians they
answered; “Of course Daniel could tell the king what his dream
was because Daniel is a prophet.”
Now we of the tax board are not prophets. In these tax
appeals we are in the position of the magicians and the Chaldeans
and the astrologers. Unless we know the dream we cannot
interpret it. Unless we know the facts in your case we cannot
interpret them and make a correct decision, because there are no
Daniels on the board.
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*
By L. U. Crawford

Building and loan associations have become a material factor in
the financial structure of the United States. The importance of
these institutions to the welfare of our people cannot be over
estimated. They are creating home owners and home builders
and bringing to millions of people the teachings of thrift and of
systematic savings. More than that, they are building citizens.
The ownership of a home or of a sound investment means a hap
pier and a more worth-while man.
The building and loan idea was evolved from societies formed
among English working men for the purpose of accumulating
funds to acquire homes. A number of men joined together
pledging themselves to make periodical payments into the society,
and as funds accumulated lots were drawn to determine who
should be entitled to priority of loan. The member securing a
loan continued his payments, usually without interest, until
every member had acquired a home or had received the return
of his money. The securing of a loan was the prime object in
joining such societies, so that the savings feature did not appeal to
prospective members. The lack of earning power did not permit
the offering of inducements to investors.
In order to meet the various requirements which developed
during the operation of these societies, there was a gradual evolu
tion in methods and forms of organization. Borrowing members
were charged rates of interest sufficient to enable associations to
offer attractive earnings to investors, the borrower and the
investor sharing alike in the increased earnings. The serial and
the Dayton plans came into being, and different classes of stock
were issued, prepaid and fully paid, as well as instalment. In
return for certain privileges, such as the right of full withdrawal
after a short period and the right to receive dividends in cash, a
member might accept a fixed rate of dividend, waiving his right
to participate fully in the profits earned.
The various states have recognized the importance of building
and loan associations by providing for regulation and by the en
actment of laws enlarging their powers and providing safeguards
*A paper presented at a regional meeting of the American Institute of Accountants, Dallas,
Texas, May 7, 1925.
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for their business. Thus we find that associations are empowered
to borrow money for the purpose of meeting demands for loans in
excess of regularly accumulating funds. In case there is a surplus
of funds for which no demand exists, shares upon which no loan
is made may be retired. There cannot be a run upon a building
and loan association because the laws provide that withdrawing
members must be paid in the order in which their stock has been
filed for withdrawal. It is further provided in some states that
only a limited portion of an association’s funds may be applied to
withdrawals, provision being made for the application of the
balance of such funds to the making of loans and to the payment
of matured shares. And, not least in the protection of associa
tions, there is the refusal by states to permit guaranteed issues of
stock.
The variations in plan are almost without limit. During the
past, little thought has been given to the relation between earn
ing and maturity rates, since no fixed time of maturity was ever
considered. But there is a growing tendency to fix maturities, or
to hold out a definite time of maturity, even though no guaranty
can be made. In addition to a lack of data upon which to base
the necessary calculations,there has been a lack of knowledge with
regard to the principles involved in calculating maturities of
building and loan stock. The desirability of a definite maturity,
especially in the case of loan shares, is so great that the time is
near when all will try to hold out such a maturity. There are
two sources of danger involved in this, viz: ignorance as to the
principles involved and disregard of those principles under stress
of competition. No matter how guarded the statements may be
with regard to estimated maturities, the failure of associations to
meet their estimates may prove distinctly hurtful to the business.
Building and Loan Accounting
Because of the rapid growth that is being made by these in
stitutions, both in numbers and importance, the demand for ac
counting services is increasing rapidly. This demand does not
stop at auditing or accounting, as commonly accepted, but ex
tends to formulation of financial policies, the preparation of
forms, contracts and by-laws and the construction of actuarial
formulae.
It would be a waste of time to go into details with regard to the
work necessary in an audit of a building and loan association,
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since the technique is not materially different from that usual in
other audits. There are some things, however, which should be
stressed. The accountant should observe the following ‘‘fourteen
points’ ’ as a minimum and add such other procedure as may be
required in individual cases:
I. As a preliminary, familiarize yourself with the laws governing build
ing and loan associations. Having done this, read the by-laws and note
carefully any variation from the provisions of law; also make note of any
suggestions which occur to you for making clear the meaning of the by
laws. Remember that the by-laws, subject only to the laws of the state,
are the laws and the authority under which the business of an association
is transacted. During the course of the audit, note all departures in
practice from the by-laws, whether of omission or commission.
2. Secure copies of all certificates of stock, notes, mortgages, contracts
and printed matter. Study these carefully and note any departure from
the by-laws as well as any failure clearly to express the intent.
As a corporation acts through its board of directors, which speaks
through its minutes, it is essential that these minutes be read. See that
minutes are properly signed, note particularly the authorization of salaries,
the approval of expenditures, the approval of loans, the authorization to
borrow money, the declaration of dividends, the auditing of the accounts
by the finance committee and the filing and approval of reports by the
secretary and by the treasurer.
4. Examine bonds of officers and note approval thereof by the board of
directors.
5. Loan papers are usually kept in numbered packages and include the
following:
Note and mortgage or deed of trust.
Application for loan.
Abstract of title and attorney’s opinion.
Insurance policies bearing proper loss clauses.
Certificates of stock assigned as collateral security.
Notes and mortgages should be examined as to form, execution and re
cording.
6. See that all payments on principal have been entered on the notes.
7. Applications should be approved by the loan committee and should
show the committee’s valuation of the property offered as security.
8. See that abstracts of title show the loan to the association.
. 9. The attorney’s opinion should state that the borrower has fee-simple
title subject to the loan of the association which is a first lien upon the
property. It is an added precaution to check the records in the office of the
register of deeds.
. 10. The usual practice is to call in pass-books of members for examina
tion. The better practice is to send a statement to each shareholder,
asking him to verify and return it. Enclose for that purpose a stamped
envelope addressed to the office of the accountant making the audit. This
is especially valuable as a verification of loans and of fully paid and pre
paid stock. A strong bid for the cooperation and hearty support of the
shareholders can accompany the statement. Such a letter can be made a
real booster for the association.
11. See that all certificates have been numbered by the printer and that
there is account of all numbers. Check all cancelled certificates. Use
special care in accounting for fully paid and prepaid certificates, as they
may involve large sums of money. Where partial withdrawals are per
mitted, as under the Dayton. plan, see that a proper form of withdrawal
certificate is signed by the withdrawing shareholder.
12. It is suggested that a register containing the numbers of all certifi
cates of fully paid and prepaid stock received from the printer be placed in
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the hands of the president who should record the date, name and amount of
each certificate signed by him. This record should be available for use in
auditing the accounts and is a valuable safeguard. By all means, see that
such certificates are kept in a safe place.
13. Where money has been borrowed, secure verifications from the
holders of the association’s notes, and see that all notes which have been
paid are cancelled and on file.
14. Investigate the value of and the income from real estate owned by
the association. A building and loan association is not authorized to
acquire real estate except for use as an office building or for the purpose of
protecting its interests in case of foreclosure.

Report of Audit
The audit should be conducted conscientiously of course, but
that of itself is not sufficient. The report should be clear and
illuminating to the ordinary shareholder or borrower who may
be quite incapable of reading a technical financial statement.
For example the auditor may offer such comment as the following:
This association was incorporated on May 20, 1916, under the laws of
the state of Missouri, as a mutual savings fund and building association. Its
authorized capital is $3,000,000, divided into shares of the par value of
$100 each. The total membership is 2,000, holding 15,000 shares, and
includes 850 borrowers who hold 6,500 shares. The net earning of the
association from the date of its organization is $150,000 of which $90,000
has been paid to members, leaving $60,000 to the credit of shares now in
force. Prior to 1920 the growth of the business was slow, but since that
time it has been increasingly rapid.

Instead of stereotyped comment on the balance-sheet, its re
port should be a human sort of document. There are very few
items in a balance-sheet about which nothing of interest can be
said. Let us take the item “real-estate loans” for illustration:
Shareholders would probably be interested in comment such as
this:
Loans made to members upon real-estate security aggregate $650,000
shown in detail by schedule 1 of this report. The properties pledged as
security have been appraised by your loan committee. Their total valua
tion of properties held as security for your loans is $900,000. All loans
have been approved by your board of directors. A careful examination of
all loan papers has been made, and, except as noted hereinafter, such
papers are in order. Notes and mortgages are on file and are of record in
the office of the register of deeds. Abstracts of title are on file showing your
deeds of trust to be liens upon the properties described therein, and opinions
signed by your attorney are to the effect that fee-simple title rests in the
borrower subject to the first lien of your loan. Insurance policies on file
appear to be ample to protect your interests against loss by fire or storm.
All loans upon which payments are delinquent are listed in schedule I, and
your attention is called specifically to the following which are badly de
linquent and should receive special attention: . . . We have secured from
your borrowers signed statements verifying their loan accounts.

When preparing a profit-and-loss statement, the accountant
should remember that gross profits, less expense and losses, dis
close the net earnings of the association. Dividends or profits
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paid or credited to members are not a reduction of net earnings
but are a distribution of earnings to shareholders. In many re
ports no distinction of this kind is made; and it is surprising what
a difference is disclosed when the accounts are properly prepared
—especially when the statement covers the period from beginning
of the association to date of audit. A table showing the distribu
tion of profits on a percentage basis is always informative.
We are all interested more or less in knowing our state of affairs
—therefore a statement showing potential earning power will be
interesting. If it is assumed that the business will continue for
one year on the basis disclosed at the date of audit, a summing up
of the earnings to be made from the various assets and of the
expenses and contingencies to be met will disclose the net earnings
to shareholders. Such a statement may be presented in the fol
lowing form:
Classifications

Amounts Rate

Factors production of income:
Loans
Fees and fines
Interest on bank balances

$324,000

9%

Yearly
income

Totals

$29,160
500
90
$29,750

Factors of definite cost:
Borrowed money
Loan stock
Full-paid stock
Rural-credit stock

$18,000
64,000
91,000
77,000

Total
Expenses 1.45% on total assets
Contingent fund requirements

Available for distribution to
fully participating stock

6%
9%
6%
6%

$1,080
5,76o
5,46o
4,620
$16,920

$4,750
245

4,995

21,915
7,835

Inasmuch as the total to the credit of fully participating stock is $78,500, this demonstrates an earning power of approximately ten per cent per
annum.

In the matter of exceptions, it might be interesting to note some
of the things which have been found. For instance, the auditor
may find it necessary to report to the shareholders one or more of
the following conditions, some accompanied by suggestions:
Mortgages not on file with loan papers.
Mortgages not recorded.
Notes not credited with partial payments on principal.
Notes and mortgages belonging to loans which have been repaid, in the
files and remaining uncancelled.
Abstracts not completed to show loan.
Attorney does not certify as to fee-simple title being in borrower, nor as
to the loan being a first lien.
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Loan was made on lots 27, 28 and 29, block 6, while the mortgage covers
only lots 28 and 29.
Title is vested in John Doe, a married man, who signs as John Doe,
trustee, his wife not joining.
The by-laws were revised in 1915, and since that time numerous changes
have been made in the method of doing business. We believe it to be
essential that you amend your by-laws to agree with your present prac
tices.
Chapter 96, laws of Kansas 1915, section 1, provides that associations
may issue rural-credit shares on which a "definite or agreed rate of interest
or dividends may be paid.” Your present practice of declaring semi
annual dividends, based upon earnings and varying in rates, does not
appear to comply with this provision of law.
Section 2, article 2, of your by-laws should be repealed, since it provides
for the issue of a class of stock which is to profit from the accumulation of a
surplus from earnings in excess of limited dividends paid to other classes of
stock. No class A stock is now in force and none can be issued under state
laws.
At the present time the association is lending money in Kansas at 9 per
cent and in Oklahoma at 10.2 per cent per annum. This is objectionable
in that it tends to destroy the mutuality of the association by discriminat
ing between members of the same class. A further objection is that the
legal rate in Oklahoma is fixed by constitutional provision at 10 per cent
per annum. We suggest that thorough consideration be given to fixing
.a rate to apply in both states alike

Formulating Plans of Business

With the growing volume of investment funds, competition
for loans is developing, resulting in decreasing rates of interest.
The trend seems to be toward increasingly liberal terms of re
payment and to lower margins of security. Some insurance
companies are adopting so-called amortization loans, thereby
offering a contract approximating the building and loan plan.
They are offering the further inducement of an absolute guaranty
as to terms of maturity or repayment. This means that building
and loan contracts must be changed to meet conditions, and it is
of interest to accountants, who should be able to chart the lines of
safety.
The associations have been at fault in that they have failed to
prepare and preserve statistical data from which to compute
tables comparable with the mortality tables of life-insurance
companies. What is the expectancy of life with regard to in
vestment shares or to borrowed shares? With information on
this question available, an actuary could calculate results at
different rates with a fair degree of accuracy. Without such
knowledge one must draw upon his fund of experience and exercise
his prophetic vision; yet there are certain fundamentals which
may help one to escape Scylla and avoid Charybdis.
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The effective lending rate is quite different from the lending
rate, since only that portion of the earnings which remains after
expenses and losses have been met is available for maturing stock.
Set up a statement of resources and extend into columns the
yearly earnings at present rates and at proposed rates. From the
totals thus obtained deduct the total of expenses and estimated
average losses, less the income from fees and fines as determined
from past experience, thus determining the effective earnings
under the two plans. The effective rate is then determined by
dividing effective earnings by total assets.
Prepare a table showing the estimated maturity in months of
each class of stock, the monthly payments of dues and of interest,
total dues to be paid and earnings required to mature. Then
calculate rates required at simple and at compound interest.
Also find the actual lending rate. Prepare a like table using the
figures involved in the proposed issues of stock. The Robin
sonian Building-Loan Interest Tables are a great help in making
these calculations.
Extend the requirements of all obligations or contracts bearing
fixed rates, making allowance for any changes expected under
the new conditions. Deduct the totals thus obtained from the
totals of effective earnings, and the results will be the amounts
available for the maturing of fully participating shares. Divid
ing these amounts by the book value of fully participating shares
in force will give the rates of earning available under each plan.
Compare these rates with the rates in the maturity tables and
restate the payments of dues and the time of maturity in respect
of proposed issues.
Since associations may not be able to keep their funds on loan at
all times, it is best to use quarterly compound tables in these cal
culations.
In associations where the first payments are taken as member
ship fees, to be returned at maturity, it is obvious that the rates
required for maturity will be increased, since both the amount
invested and the time for which it is invested have been decreased.
As a partial offset to this we shall have fees which are not returned
on stock withdrawn before maturity. A comparatively small
percentage of stock goes to maturity, especially in long-time
issues. Where an association does not pay full earnings upon
withdrawals, there is a hidden reserve measured by the aggregate
of dividends which will be forfeited by withdrawal.
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One should take into consideration the fact that loans will
reach the level of lower rates much sooner than will investment
shares. Therefore, allowance must be made for more or less of a
spread, depending upon surrounding conditions. Further, condi
tions with regard to present issues must be considered, i. e.: whether
there is a reserve earning power over present maturity require
ments or not.
Income Taxes

And last, but not least, do not overlook the federal income-tax
laws. To be exempt a building and loan association must meet
the following requirements:
Be organized under state laws;
Its purpose must be the accumulation of funds to be lent to its
members;
It must be mutual;
It must be operated so that substantially all of its business is
confined to the making of loans to its members;
It must not be operated for profit.
The purposes of a business are judged in the light of the history
and of the operations of that business. Wherefore, it is useless
to expect exemption where the doing of business, except that of
lending money to members for the purpose of building or ac
quiring homes, is other than incidental.
It is believed that a building and loan association is organized
and operated “without profit” within the meaning of the law
when the total benefits or profits, aside from a reasonable rate of
profit or reasonable dividends upon prepaid shares, accrue to the
shareholders still making payments upon their shares.
Borrowing members must not be discriminated against, other
wise mutuality will be brought into serious question.
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The Accountant’s Duty to Uncover Questions
of Law*
By Harold Dudley Greeley
It is related of the ancient Greek, Simonides, that when his
imperial master required him to formulate his ideas concerning the
Deity, he requested one day in which to prepare them for state
ment. At the end of that day he confessed that he was not ready
and requested an extension of two more days. When that time
had expired he again admitted that he was not satisfied and asked
then for four additional days. The narrative goes no further, but
it is safe to assume that his unpreparedness increased in the same
geometrical progression as his time allowance. It is in much the
same spirit that one approaches the subject of this paper because
it has for its basis the true relationship between the eminent pro
fession of the law and the rapidly becoming eminent profession
of accountancy. Concerning that relationship no one can speak
with authority, but what each of us says may serve a useful pur
pose in stimulating further inquiry. In such inquiry we need
both theory and practice. Neither alone will suffice, for theory
without practice is futile and practice without theory is anarchy.
Before we discuss concrete instances of the accountant’s duty to
uncover questions of law, we may profitably devote some atten
tion to certain preliminary matters. It would seem that the
accountant should realize that law is a science, that he should have
a general notion of how the lawyer thinks, of the law’s terminol
ogy, and of what may be called the practical organization of the
law. The accountant should realize the limitations, both quanti
tative and qualitative, necessarily imposed on his own knowledge
of law, and he should develop a theory as to the correlation in
practice between law and accountancy. Each of these points will
be considered.
The accountant should understand that law is not a collection of
unrelated rules subject to change daily at the caprice of the
authorities. For all practical purposes it is a science, a special
branch of knowledge, in which the data are methodically digested
and arranged so as to be available for use. It is a body of
* An address delivered at a joint meeting of the Ohio Society of Certified Public Accountants
and the Ohio State University, college of commerce and journalism, Columbus, Ohio, June 6,
1925.
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principles and deductions to explain the nature of the rules of
conduct for human beings based on social needs. It is an applied
science in that it shows facts, events or phenomena as explained,
accounted for or produced by powers or causes. It is not a pure
science such as psychology or sociology and it does not go back to
first principles. It merely arranges and classifies the inter
related facts of human conduct by referring them to the general
truths and principles on which they are based. It is not and it
never has been an exact science—from the days of the attempt to
petrify justice in the twelve tables of Rome down to our present
five-to-four decisions in the United States supreme court.
Law must be distinguished from litigation. The latter is re
solvable into a syllogism, the major premise being the proposition
of law and the minor premise the statement that a particular case
comes under that proposition of law. The proving of the minor
premise or what is called the practice of the law is an art, a prin
ciple put into practice and applied. Art, differing from science, is
an operation or dexterity by which man pursues an end which he
knows beforehand, together with all the rules prescribing the ef
fective exercise of such dexterity. In art, truth is but a means to
the end; whereas in science it is the end itself. Art involves the
use of knowledge furnished by science and hence perfect art must
be based on perfect science. The practice of the law is a useful
rather than a fine art because it satisfies a positive, practical need.
Parenthetically, is accountancy a science or an art? It has been
called both, sometimes in the same sentence. Double-entry
bookkeeping certainly is a science. It presents all our present
knowledge of the workings of known rules, coordinated and sys
tematically arranged, and from its fundamental concepts we can,
by reasoning, deduce rules for the novel situations which con
tinually arise in the highly complex conduct of business. But ac
countancy, whether recording, presenting or verifying, is essen
tially practical. It cares nothing about the general body of truth
and it conducts no investigation for the sake of general knowledge.
It is of course based upon the science of double-entry book
keeping, called the theory of accounts, and of course it has its
rules for effective conduct which insure discipline in the use of the
knowledge furnished by its basic science. But accountancy itself
is something apart from the science on which it is based and the
rules which it lays down. It would seem that accountancy is an
art.
24

The Accountant's Duty to Uncover Questions of Law
Certainly accountancy can not be taught with the ease with
which the facts and laws of a science such as double-entry book
keeping can be given over from one mind to another. Proficiency
in accountancy must be acquired through practice. The art of
accountancy is constantly developing, acquiring a theory as it
grows, but a theory which is wholly dependent upon the practice,
inseparable from it, and useful only in its guidance. Law, on the
other hand, exists independently of its practice and can live
without practitioners. Law is a science.
What do we mean by “legal mind”? How does it differ from
the scientific mind—the mind of the theologian—of the doctor?
We must admit that lawyers sometimes use “legal mind” by way
of implying that they alone possess a peculiar type of powerful
mental vision. We must admit also that losing litigants and
others who have “felt the halter draw” frequently use the term as
one decidedly of derision. In aggravated cases they seek emphasis
by calling it legalistic. What is there in the legal mind which sets
it off from the common man’s common sense? The Justice of the
Peace (London) thinks that the legal mind is merely “the fine
edge put by practice upon the well-tempered steel of a first-class
intellect.” Such an intellect is the basic tool for technical achieve
ment in any profession, but the law requires the development and
exercise of certain faculties not equally called into play by other
fields of activity. With a full realization of the dangers of
generalization, I venture the opinion that the accountancy mind
bears much the same relation to the legal mind that arithmetic
bears to algebra, to borrow a figure used by Oliver Wendell
Holmes in appraising Emerson’s poetry. The accountant’s
chief concern may be symbolized by 2+2 = 4, whereas that of the
lawyer is more fairly represented by a+b=c. The accountant
cares primarily for fixed, quantitative things; the lawyer is more
vitally interested in symbols for undetermined amounts, in ab
stractions and infinite series, in seeking the universal in the
particular. The accountant is quite as likely to think clearly,
but the lawyer is more likely to reason well. Craft, “the power
that deals with a few facts close at hand,” may be highly de
veloped almost in the absence of reason, “the power that deals
with many facts, remote, recalcitrant, which require the mind to
hold many pictured combinations at once or in quick succession.”
The imagery of reasoning is the means whereby facts seemingly
unconnected can be woven into an entire fabric.
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The lawyer’s terminology need not bring confusion to the ac
countant if he will supply himself with a standard legal dictionary
and form the habit of ascertaining the meaning of each new word
as he hears it. From the regular exercise of such a habit he will
soon acquire a vocabulary of technical words which will tremen
dously facilitate his work with attorneys—and, incidentally, he
will learn a lot of law.
What is meant by the practical organization of the law is its
system of legislatures with their statutes, of courts with their
decisions, of administrative bodies with their regulations, and its
methods of recording its principles so that they can be ascertained
with reasonable effort. With all of these matters the accountant
should have a working familiarity in order that he may uncover
fraudulent or innocent deviations from prescribed standards of
conduct.
In the accountant’s knowledge of law a quantitative limitation
must of course be recognized. Among the law’s practitioners,
the most profound student can not possibly be familiar with all
fields of legal lore. How much more narrow then should be the
learning of one not a lawyer at all. The accountant’s work has
been defined as the recording, presenting and verifying of trans
actions concerning the production, acquisition, conservation and
transfer of values. Let his knowledge of law be confined to those
branches of it which are directly related to his functions with
regard to such transactions. The subjects of law usually taught in
the university schools of commerce and in other institutions of the
same general standard should be increased, however, to include a
thorough course in evidence. The accountant needs this when he
works with an attorney, especially if he expects to testify. He
needs it whenever he advises the destruction of books, vouchers or
other records or when he has to prepare evidence for submission
in any litigation or other court proceeding. When he appears for
a taxpayer before the United States board of tax appeals he finds
a knowledge of evidence absolutely indispensable. The reported
decisions show many instances in which an appeal was lost be
cause of the taxpayer’s failure to prove his case in accordance with
established rules of evidence. For example, the appeal of Wil
liam A. Daly (1 B. T. A. 993) was denied solely for lack of
competent evidence. He tried to prove a March 1, 1913, value
by offering in evidence a 1913 tax assessment, which the board
excluded on the authority of a court decision.
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The accountant’s knowledge of law must have also a qualita
tive limitation; it can not be technically complete but must neces
sarily be confined to general principles. Therefore, in any actual,
concrete case, the accountant will be wise if he refrains from giving
a definite opinion as to precisely what the law is in the premises.
The point would have to be an exceedingly simple one not to be in
fluenced by decisions and dicta of the courts in analogous cases, and
no one is competent to discover these influences who has not had
both training and experience in legal research. Logic, common
sense and a passion for justice are by no means sufficient to
enable one to ascertain the view which a particular court would
take of the law applicable to a particular set of circumstances.
In understanding his duty to uncover questions of law, the ac
countant should have a rather clearly defined theory as to the
correlation or relationship between accountancy and law. .The
following outline is suggested as a basis for consideration:
Law makes four contributions to accountancy. It furnishes a
field of labor; it guides that labor by laying down rules for its
performance; it assists in performing the labor; and it regulates
accountancy’s practitioners. Formerly, law furnished a field of
labor directly by making the auditor an officer of the court, as in
the ancient action of account, thus including a certain portion
of the accountancy field within its own limits. Today the field is
furnished indirectly by the law’s demand for theories and facts
which can be established only by accountancy.
In the guidance of accountancy concerning matters which might
be supposed to lie wholly within its province, law affects ac
countancy more extensively than is generally recognized. In
many instances today accountancy is told what is income and
what is expense, what are assets and what are liabilities, and thus
ceases to exercise its own function, even to the point of going
counter to its own principles in obeying the dictates of law. In
certain types of industries such as municipalities, railroads, banks
and insurance companies, accountancy finds specific directions
not only as to the form of the statements it must prepare but even
concerning the daily bookkeeping of the industry. In the field of
corporation accounting and that of the administration of de
cedents’ estates and trusts, law controls almost entirely the dis
tribution of principal and income.
Since law has prescribed these rules and since rules of law can
safely be read only by lawyers, it follows that accountancy must
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call upon law for the determination of some of the questions
arising under these rules. The assistance thus rendered to ac
countancy is the third contribution by law, and it is found in
opinions of counsel furnished to the accountant. It is with this
aspect of the relationship that this paper is chiefly concerned—
the accountant’s duty to uncover questions of law in order that
law may supply the answers.
The final contribution of law to accountancy is the regulation
of its practice, and this involves the certification or registration of
accountants, the recognition of accountancy as a profession, and
the definition of the accountant’s relation to his client. The
certification of accountants is a live topic today. It interests us
here, however, only in so far as it requires a knowledge of law
as one of the technical requirements. The recognition of ac
countancy as a profession is assured; the proposal that accountants
as witnesses be given the same privilege allowed to lawyers,
physicians and clergymen is one manifestation of the demand for
a right inherent in such professional status.
The accountant’s relation to his client has been considerably
clarified by certain recent cases in this country. It is perhaps fair
to state that an accountant must use such care and professional
skill as are reasonable in the circumstances of each case, but he is
not an insurer. When he fails to use the required degree of care,
the client may recover from him the fees which the client paid
him, but the accountant need not pay to the client the amount of a
defalcation which his audit failed to disclose. This latter position
follows from the application of a rule of law—the negligence of the
accountant in failing to discover the defalcation was not the
proximate cause of the loss. But the law is not any too well
settled. In the latest case, one in New York, a dissenting opinion
urged that the accountant be made liable for the defalcation be
cause he had failed to perform his contract to save the client from
such a loss. Some accountants have insured themselves against
losses of this kind.
Other litigation affecting the relation of the accountant to his
client is that in which the accountant sues the client for his fees.
Occasionally this takes the form of an action for the recovery of a
reasonable fee in the absence of a definite agreement. This
indicates a tendency in what seems to be the right direction—
away from per-diem charges and towards a fee which is reasonable
in view of the value of the services rendered. Litigation by third
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persons against the accountant when they have suffered losses
through their reliance upon his certificate which was improperly
given may be expected. The relation between the accountant
and his client is involved also in the fairly common situation in
which the accountant is an expert witness or a witness as to facts
in actions between the client and third persons.
Accountancy in turn makes two contributions to the science of
law and one to the art of law’s practice. To the science of law it
furnishes theories of business control and administration, and it
assists in developing certain terminology; to the practice of law,
it opens an avenue of fact-finding through the use of accountancy
in procuring and presenting evidence.
Law, of course, had theories of business control long before ac
countancy was conceived, but accountancy is slowly modifying
some of them to meet modern needs. The most marked instances
are in the field of principal and income and arise from the corpora
tion and the estate or trust. Some time ago law became willing
to require the amortization of premiums on bonds purchased by a
trustee. A case is now in the courts involving a trustee’s duty to
accumulate discounts on bonds purchased by him. In the ap
pellant’s brief in this case, one legal writer and two accountancy
writers were quoted at some length. No decisions were found
and thus it is believed that this is the first time that a court of
record has had the question squarely presented. It is gratifying
to note accountancy’s influence in one more pivotal litigation.
The influence of accountancy in framing part of law’s termi
nology is being felt, but it is by no means as potent as the needs of
business require. Occasionally we still find a court holding that
“the term profits . . . denotes what remains after paying every
expense including loans falling due.” In making these contribu
tions to the science of law, accountancy acts directly through ac
countants as expert witnesses, and indirectly through its literature
which suggests ideas to bench and bar. This influence moves in a
circle, accountancy proposing the idea and law moulding it into a
rule which in turn binds accountancy. Accountants therefore
should be careful not to support unsound theories or practices
which through crystallization by law may be saddled on ac
countancy in the future.
Accountancy’s contribution to the practice of law through the
field of evidence is not as common as is generally supposed, be
cause many bits of evidence attributed to accountancy should be
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credited entirely to bookkeeping. Books and records themselves
often are introduced in evidence; sometimes under the simple
case of the shop-book rule but often under the more complicated
situation of entries in the regular course of business. But
whether the introduction is simple or complex, accountancy
is not involved; the assistance rendered here is by book
keeping alone. Practically the only use made of accountancy
is through the accountant as an expert witness. His usual
function is to testify to accounting conclusions which he draws
from facts already in evidence or to facts which he as an expert
has disclosed from bookkeeping and other records which he has
examined.
The relationship among law, accountancy and economics may
be symbolized by a pyramid, the base of which is economics, or
those fundamental principles which control the general relations
of man to man. Based on economics and narrower in its scope is
man-made law which controls the particular relations of man to
man. Since law is based on economics, it can never be enforced
successfully for any length of time if it violates economic princi
ples. Based on law and considerably more narrow in its range is
accounting which defines the particular relations of man to man.
Standing at the top of this pyramid is the accountant who applies
a complete knowledge of accounting, a fair knowledge of law and
a general understanding of economics. The work which he does is
accountancy.
In all of his relations with law, and especially after he has un
covered a legal question, the accountant should remember that
however sound his grasp of fundamental legal principles, he has
neither the trained skill nor the library facilities for passing final
judgment on questions of law. The accountant’s function is
somewhat like that of a scout in war time. His mission is to dis
cover where the enemy, Mistake, lies hidden; but he should let
the combatant forces, the legal infantry, lead the actual attack.
Specifically he should report questions of law to his client and
recommend that advice of counsel be secured. Once having run
across an interesting legal question, he should discuss it—of course
without relation to the particular accounting engagement—with
his lawyer acquaintances, preferably with teachers of law whom
he will find more sympathetic and more interested in abstract
questions of principle. Whenever possible, the accountant should
write up the question and his theories as to what the answer ought
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to be, for accountancy literature. One learns more by giving out
information than by hoarding it.
The function of the accountant in bringing to light questions of
law as well as of fact is a highly important one. In it he can act
as a sort of interpreter between his client and the client’s attorney,
neither of whom sometimes fully understands the other. It is
probable that at least 90% of the business troubles of the world
come from honest misunderstandings. The accountant should
make every effort to reduce that percentage. If the honest mis
understanding could ever be eliminated, business life would be
comparatively easy, because the majority can always be trusted
to control a reprehensible minority which deliberately seeks to
make trouble.
It was said of Emerson that he never let go the string of his
balloon. He never let it rise too far above the atmosphere of
facts. So let us haul down our balloon to the discussion of when,
how and to what extent the accountant should uncover questions
of law. Let us experiment by considering cases in the same way
as we would experiment to find out whether a weight three times
greater than another would fall three times as fast. Instead of
arguing like scholars and gentlemen, we could drop the two
weights out of the window and observe what happened.
The “ how” of uncovering questions of law requires no comment.
All that is needed is the kind of knowledge of law described above
plus the naturally acute powers of observation found in every ef
fective accountant. The “when” is the first big question and
this resolves itself into the question, When is he likely to be in a
position to find something to uncover?
Let us first see what he might find when engaged professionally
upon auditing or investigation work, including in this class all
tax engagements except personal appearances before the board of
tax appeals. Assume that the client is a corporation which has
made money during the current year but had a deficit at the be
ginning of the year and is about to distribute its current earnings
in dividends. There is a question of law which the accountant
should uncover but not attempt to answer. The English view is
that such dividends may be paid because they are from current
earnings and do not reduce the capital any further than it has al
ready been reduced. Capital once lost is lost forever and a
dividend out of current profits means merely that the corporation
to that extent has failed to make good the loss. The English
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courts take the naïve position that dividends of this kind are not
out of capital because capital had previously been lost. “You
can not pay dividends out a thing which you have lost because it
isn’t there to pay dividends out of.” The American rule is not so
clear, but it probably is opposed to the declaration of dividends
until prior deficits have been made good. The accountant has
one obvious course: to advise his client that here is a question of
law upon which the client’s attorney should pass.
Now let’s carry this identical question into a trust estate.
Instead of a corporate capital not to be impaired by dividends,
we have a trust fund to be preserved for a remainderman, the
income to be paid to a life tenant. The rules of law for ordinary
situations are pretty well established. Dividends are allocated
to principal or income, according to what they really distribute—
their form, as cash or stock, is ignored. If they represent earnings
after the date of the creation of the trust, they are given to the life
tenant. If they represent earnings prior to that date they belong
to principal, because all accumulated earnings at that time con
stitute part of the principal of the trust fund. It is the ex
traordinary dividend, one distributing profits made both before
and after the creation of the trust, that causes difficulty. The
theory is simple—merely that the dividend should be divided so
as to give to principal the earnings prior to the date of the trust,
and to income the earnings after that date. In the main, the
decision of the board of directors as to the date of the earnings will
be accepted by the court in the absence of evidence that the
directors were not acting in good faith in the exercise of business
judgment. Let us analyze a case decided last month which raised
the question of restoration of capital before distribution of
dividends. This is a type of question to be uncovered by the
accountant, even though someone else may have uncovered it be
fore he was engaged on the case.
Testator died March 9, 1919, leaving a trust fund consisting of
capital stock of the Singer Manufacturing Company. In the fall
of 1920 the Singer company distributed to its stockholders, in
cluding of course the trustee, shares in the International Securities
Company, a subsidiary corporation, all of whose stock was owned
by the Singer company, and also a stock dividend of 50% on the
Singer company shares. In the allocation of these dividends be
tween principal and income were questions of law which needed
uncovering because there were differences of opinion concerning
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them even among the numerous judges of the various courts
which passed on the case.
When it was shown that the International Securities Company
stock had been acquired by the Singer Manufacturing Company
prior to March 9, 1919, out of its accumulated surplus, the usual
rule was applied and this stock was given to the principal of the
trust. As to the stock dividend of 50%, however, the case was
not so simple.
It appeared that the Singer company had had Russian invest
ments of $80,000,000 which had been written down on the books
of the company until at December 31, 1918, they were carried at
$12,000,000. After March 9, 1919, this balance of $12,000,000
was charged off and the question immediately arose whether or
not this loss had actually occurred prior to that date. If it had
occurred prior to March 9, 1919, although written off thereafter,
the real value of the principal of the trust at that date would have
been reduced by $12,000,000 and a comparison of its then value
with its value after the distribution of the stock dividend would
not have shown a shrinkage of $6,000,000.
On this point the court held that it, the court, had no basis for
forming an opinion as to whether or not the Russian investments
were worth $12,000,000 on March 9, 1919. The court stated
that the directors of the Singer company would be presumed to
have acted in good faith in the exercise of business judgment, in
the absence of evidence to the contrary. Accordingly it was held
that the loss occurred after March 9, 1919, and with this decision
there was no substantial disagreement.
But there was substantial disagreement with the law which the
court applied. During 1919 and 1920 the Singer company had
made profits of $38,000,000, the greater part of which had been
added to a “realization reserve,” thus making good the capital
loss. It was out of this added surplus that the stock dividend
was declared in the fall of 1920. This stock dividend was al
located to principal, although it was out of profits earned after
the creation of the trust, on the ground that the directors may
not only make good the loss of principal out of income but if they
subsequently distribute that surplus so made good, the portion of
the dividend representing capital at March 9, 1919, belongs to
principal.
The chief justice of the court wrote a strong dissenting opinion
in which he points out that the law does not require capital losses
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of a trust fund to be made good out of income. Capital gains or
increases belong to principal to the exclusion of the life tenant; to
charge capital losses to the life tenant would mean that he could
not win in either turn of fortune, and testator’s intention to pro
vide an income for him would be hindered if not completely
blocked.
Still keeping in the field of trusts, let us consider another case in
which the accountant should uncover a question of law which is
merely a variation of one of the points in the preceding case.
Assuming that an extraordinary dividend is to be apportioned as
of the date when the trust became effective, is this date the day
of decedent’s death when the trust fund consists of the residue of
the estate, or is it the day when securities representing the residue
are turned over to the trustee? It should be noted that this case
has not yet reached the highest court in New York. It was
decided first by the surrogate, who is the probate judge, and his
decision has just been reversed by the next higher court in the
line of appeal. If it is carried still higher by a further appeal, it
is entirely possible that the law as we understand it today will
not be the law a few months hence. In view of this, could the
accountant be expected to do more than merely to uncover or
disclose the question?
In this present case, testator died December 23, 1916, leaving
the residue of his estate in trust. Beginning January 29, 1917,
the executor made monthly payments of income to the trustee,
but he did not deliver to him certain stocks forming part of the
residue until June 24, 1918. Thereafter a stock dividend was
declared and the court was asked to fix the date as of which the
apportionment between principal and income was to be made.
This date was held to be June 24, 1918, and not the date of death.
The court’s opinion was not highly satisfying. It consisted
chiefly of a statement of its understanding of precedent cases on
the strength of which the court felt constrained to decide as it did,
although both the majority opinion and a concurring opinion
expressed the judges’ personal preference for the date of death.
In this last case, the executor had paid over income to the
trustee practically from the date of testator’s death, but an
accountant engaged by the trustee should not assume that all of
this income necessarily belongs to the life tenant. He should
raise a question of law as to how much, if any, forms part of the
residue itself and thus is principal, so far as the trust is concerned.
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Income during administration earned on the assets forming the
gross estate frequently is substantial in amount. All of it must
be given to the trustee when the residue of the estate has been left
in trust, but the trustee has three possible ways in which to treat
it. He may regard all of it as income of the trust, all as principal,
or he may apportion it between income and principal. England,
Massachusetts and New York have taken differing positions on
this question, the decisions in each jurisdiction are inconsistent
among themselves, and it is known that the practice, in New
York at least, is not always in accord with what is supposed to be
the rule of the jurisdiction. Logically, all of this income is not
income on the bare residue because part of it has been earned by
funds temporarily retained by the executor for the payment of
debts, legacies, taxes and expenses. These funds form no part of
the residue which constitutes principal of the trust, and the life
tenant is entitled only to interest earned on this thus far unde
termined residue. Apportionment is likely to require the use
of algebra. Here is a first-class question of law to be uncovered
by the accountant.
The examples of questions of law thus far mentioned are merely
typical. Practically there is no limit to the number of them
which can be uncovered because the possible combinations of
facts are infinite and almost every combination is capable of
concealing a question of law. So far, only the accountant’s work
in auditing and investigating has been covered, and no mention
has been made of the obvious opportunities of uncovering ques
tions of law concerned with title to assets, legality of liabilities—
especially contingent ones—and the proper treatment of income
and expense items, of capital stock, notably when it is non-par
stock, and of surplus and its reserves.
Questions of law can be uncovered by the accountant engaged
on systematizing work. In providing for shipments on consign
ment, he may note an ambiguity in the contractual arrangement
with the consignee. In designing insurance records, he may find
no compensation or liability insurance. When the accountant is
called upon for general business advice, he may unearth many
questions of law—failure in New York to file a certificate for the
use of a trade name; ambiguity in partnership agreements or out
right error such as charging one partner with interest credited on
the capital of another partner; attempts to define income resulting
in hopeless confusion with cash receipts; the operation of a
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corporation as if it were a partnership with a complete ignoring of
all corporate restrictions.
The accountant can uncover questions of law while he is en
gaged in the study of accountancy problems, either as an indi
vidual teacher or student, or as a member of a committee repre
senting an accountancy society. One of the state societies of
C. P. A’s. recently had a committee working on bankruptcy
problems in conjunction with a committee of credit men. It was
recognized at once that the law did not require adequate schedules
of debts and assets, in that no summary was prescribed to bring
the figures together to show the amount which was expected to be
available for unsecured creditors. The summary then required
was little more than an index to the supporting schedules. Under
the English bankruptcy acts, both a statement of affairs in
technical form and a deficiency account are used. The com
mittee raised the question of law as to the advisability of modify
ing the summary of debts and assets by the addition of a column
for offsetting items and another for net debts and net assets.
Then by the use of subtotals, the estimated amount available for
unsecured creditors can be shown.
The questions of law which the accountant should uncover
must obviously lie within the limits of the knowledge of law
with which he may fairly be charged. In estate cases, for instance,
he should not be expected to question a proposed distribution
per capita on the ground that he thinks that perhaps it should be
per stirpes. If he is able to raise a real question of law on such a
point, it is so much the more to his credit, but ability to do so can
hardly be expected of him. He should, however, recognize that
the premiums on a trustee’s surety bond are chargeable usually to
income. Boards of C. P. A. examiners might well refrain from
asking such questions as, “Can a foreign corporation avail itself
of the statute of limitations of the state of New York in an action
brought in the New York courts?” Questions of this type are a
long way from the field of accountancy.
Somebody said once that everyone is presumed to know the
law—and there are laymen who take this seriously. He or she
would indeed be a very knowing person in whom this presumptive
knowledge was actually found. What really was meant was that
ignorance of the law excuses no one. Ignorance of those parts of
the law which an accountant should know can not excuse him if he
fails to uncover questions of law within that field.
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EDITORIAL
The question of the value, or even the
legality, of consolidated balance-sheets
has been the subject of an interesting
discussion in The Times, London. At the annual meeting of
Brunner, Mond & Co., Roscoe Brunner, chairman of directors,
reviewing the operations of the year said:
Consolidated
Balance-sheets

“You will have noticed that a good many of the financial papers have
lately been advocating that a holding company or one such as ours, which
is partly manufacturing and partly holding, should present to the share
holders what is called a consolidated balance-sheet, and an eminent ac
countant has written a book on the subject. While we can defend as
absolutely correct the figure we show in our balance-sheet as the value of
our investments—very largely in subsidiary companies—we do not think
any consolidated balance-sheet can present a true picture of our company’s
affairs, and I am fortified in that opinion by a letter received from an
accountant, also of great eminence, Sir Arthur Whinney, which I have his
permission to read.
“He begins: ‘Allow me as a shareholder in your company to congratu
late you on the very strong position shown by the balance-sheet of the
company, which is just to hand. The company is no doubt rather short of
working capital, but there is plenty of reserve to strengthen the position if
it is considered to be desirable. Although the balance-sheet is silent as to
the investments in subsidiary companies, I hope your board will not be led
into the prevailing error of issuing a balance-sheet in which all the figures
of parent and subsidiary companies are consolidated, which is necessarily
wrong from the point of view of the creditors, and may be wrong as re
gards the shareholders. I should not have intruded my views were it not
that there seems to be a general tendency amongst shareholders and others
to call for consolidated balance-sheets, to which there is, in my opinion,
grave objection.’
“We will leave these eminent accountants to fight out the battle, but in
our own case all our subsidiary companies, with the exception of Synthetic
Ammonia, Limited, and our eastern companies, publish their own ac
counts. Synthetic Ammonia has not up to now published accounts, but
it is in process of being changed from a private company to a public com
pany, and in future it will have to publish them. Remembering that our
eastern companies are only merchanting firms, you will thus see that in our
case a consolidated balance-sheet is wholly unnecessary.”

The eminent accountant to whom Mr.
Brunner refers is Sir Gilbert Garnsey,
whose book, Holding Companies and
their Published Accounts, has had a wide circulation and is gener
ally regarded as an authoritative expression of modern opinion
Modem Position
Defined
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among British accountants. Following the appearance in The
Times of the report of the meeting to which we have referred, Sir
Gilbert Garnsey sends to The Times copy of a letter which he has
addressed to Mr. Brunner explaining his agreement and dis
agreement with the principles laid down by Sir Arthur Whinney,
to which Mr. Brunner had referred. Sir Gilbert Garnsey’s letter
reads as follows:
“Dear Mr. Brunner:
“ I have read with considerable interest your speech at the recent annual
general meeting of your company, and especially that part which dealt
with the published form of account.
“You were good enough to refer to my book on holding companies, and
after reading a letter you had received from Sir Arthur Whinney, you say:
‘We will leave these eminent accountants to fight out the battle.’
“ I fear, however, you are under a misapprehension. There is really no
battle to fight, as there is no difference of opinion between Sir Arthur Whin
ney and myself upon the question under discussion.
“ Nowhere in my book do I advocate the substitution for what I refer to
as the ‘ legal ’ balance-sheet (that is the account which you yourselves now
publish) of any form of consolidated statement. On the contrary, if you
will do me the honour of reading the salient passages in my book you will
see (at page 17) that I emphasize the importance of the ‘legal’ balancesheet and draw attention to the fact that from a creditor’s point of view
this balance-sheet is essential and that it may be so for shareholders and
others.
“What I do point out is that in some cases it is doubtful whether by
itself the ‘ legal ’ balance-sheet of a holding company as prepared nowadays
really gives the shareholders all the information to which they are entitled,
and I go on to mention the different ways in which this objection may be
overcome not indeed by the abandonment of the ‘ legal ’ balance-sheet but
by an addition to it and by way of supplementary information, e. g.,
“ (1) By the publication separately of the balance-sheets of all the
subsidiary undertakings,
“ (2) By the publication of a summary of the assets and liabilities of
all the subsidiary companies taken together, or
“ (3) By the publication of a consolidated balance-sheet of the whole
undertaking embracing the subsidiary companies.
“As I understand it, you think that method (1) above is the best for
your company, and that may well be. This, however, is rather apart from
the main point I desire to make clear, namely, that there is no difference of
opinion between Sir Arthur Whinney and myself or indeed, so far as I am
aware, between accountants generally, on the question you raised in your
speech.
“ I am yours truly,
“Gilbert Garnsey.”

Commenting upon the correspondence between these two leading
accountants, the editor of the financial and commercial depart
ment of The Times says:
“At the recent meeting of Messrs. Brunner, Mond and Co., Mr. Roscoe
Brunner, the chairman, referring to the growing practice of holding com
panies’ issuing consolidated balance-sheets, said he did not think a con
solidated balance-sheet could present a true picture of his company’s
affairs. He further quoted Sir Arthur Whinney in support of his views.
He also suggested that there was a difference of view between Sir Gilbert
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Garnsey (who had written a book on the subject advocating consolidated
balance-sheets) and Sir Arthur Whinney. In a letter to Mr. Brunner,
which is reproduced in another column, Sir Gilbert Garnsey declares that
there is no difference of view between Sir Arthur Whinney and himself or
between accountants generally. Sir Gilbert points out that, in his book,
he did not recommend the substitution of any form of consolidated state
ment for a legal balance-sheet, but that consolidated balance-sheets should
be issued to supplement the meagre information provided in legal balancesheets. Certainly no shareholder wants to abolish the legal balance-sheet.
This is all right so far as it goes, but often it does not go far enough; hence
the demand for more comprehensive information.”

Some years ago it was frequently neces
Development of Con sary for accountants to impress upon
solidated Statements
clients the value of a consolidation in
financial statements in giving shareholders in holding companies a
general view of the effective financial condition of the enterprises
in which they were investors. The reform did not meet with
immediate acceptance and in many cases it was a matter of some
difficulty to carry conviction to the minds of clients. Later,
however, such bodies as the New York stock exchange, the federal
reserve board, and the ways and means committee of the house of
representatives became appreciative of the value of consolidated
accounts and of the meagreness of the light afforded in many cases
by purely holding company accounts, and the practice of consolida
tion extended rapidly so that to-day the standing of consolidated
accounts in American finance is beyond question. Not unnaturally
this change has brought new problems and to-day the accountant
is confronted with the task of dissuading those who are inclined
to carry consolidation beyond its natural and reasonable limits.
Public-utility holding companies (to which someone recently
referred as the great American pyramid) have sometimes under
taken to prepare consolidated accounts, particularly consolidated
income accounts, in which were included the potential interests of
the parent company in income so remote that, as one commentator
put it, they must need a telescope to discern it. The step in
advance which brought us documents so illuminating to stock
holders as the consolidated income account of the United States
Steel Corporation (to cite what is perhaps the best-known ex
ample) has led to consolidated income accounts which seem de
signed rather as a will-o’-the-wisp to potential than as a light to
actual stockholders. Under the influence of conservatism such as
that of Sir Arthur Whinney custom may seem to us sometimes to
broaden down from precedent to precedent unduly slowly in Great
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Britain. Our danger is rather that, unfettered by tradition and
adventurous by nature, we may apply methods, good in them
selves, so hastily or so indiscriminately as to produce evils as
great as those we seek to correct. Some have thought that this
was true of prohibition and of no-par-value stock—is there danger
of its becoming true also of consolidated accounts? We should
welcome discussion by our readers of this point, which we believe
is of very real and pressing importance.

Attention of readers is directed to an
important article appearing elsewhere in
this issue of The Journal of Ac
countancy under the title Practice Before the United States Board
of Tax Appeals. This article is the text of an address delivered by
the Hon. J. G. Korner, Jr., chairman of the board of tax appeals,
at a regional meeting of the American Institute of Accountants
held in Cincinnati last month, supplemented by some additional
comments which Mr. Korner has prepared as a further exposition
of his argument. In brief, the chairman’s counsel—or perhaps
it would be better to say, admonition—to accountants is “Give us
the facts.” He cites the provisions of the law creating the board
of tax appeals and the plan of procedure laid down by the board,
in order to emphasize the important fact that the board is not in a
position to give consideration to anything but evidence which
would be acceptable in a court of law. The board has quasi
judicial functions and those who appear before it are necessarily
advocates. They are required to present clear and consecutive
statements of fact in order to inform the board, not only of the
nature of their arguments, but of the essential things upon which
the arguments are based. It is, or should be, something of a
novelty for an accountant to act as an advocate, and this is prob
ably one of the reasons why there has been some misunderstand
ing of the necessity for a formal presentation of evidence. The
board comes to each case with an entirely open mind and without
any preconceived notion of the points involved. The matter is
entirely new, and it is therefore incumbent upon practitioners
before the board to present their cases as they would have to be
presented before any ordinary court of law. Incidentally, and
this is a point which Mr. Korner did not mention, the bureau of
internal revenue, in defending its action is always represented by a
lawyer, one schooled in the law of evidence. It is a rule of the

“Give us the Facts”
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department that representatives of the solicitor’s office must be
attorneys-at-law. The accountant, therefore, who appears on
behalf of the taxpayer is somewhat at a disadvantage if he be
not equipped with a sufficient knowledge of the law of evidence
to permit him to deal as a lawyer would deal with the questions
at issue.

This is one of the unfortunate condi
tions which seem to be unavoidable.
Mr. Korner explains quite plainly the
necessity for the method of procedure laid down and he sees no
way to avoid the formalities which are involved in practice
before the board. He points with considerable force to the differ
encein the conduct of appeals before the bureau of internal revenue
and before the board of tax appeals. In the one case a represent
ative of the taxpayer sits at a table opposite to men who may be
presumed to understand the technique of accounting, and both
sides have before them a more or less complete history of the case.
It is simply a question of the application of the law and the rules
of the bureau to each case under consideration. Naturally, in
such circumstances there is no necessity for a strict adherence to
the principles of court procedure. The board of tax appeals, on
the other hand, in its judicial capacity must consider only the
facts as they are presented to it. As a consequence of failure to
grasp the importance of complete preparation of cases, many
advocates appearing before the board have found themselves
involved in what they consider a mass of legal technicality, and in
some cases they have floundered hopelessly.

Reasons for Present
Procedure

It is not argued by Mr. Korner that the
accountant who appears before the
board must be a lawyer. True it is that
some accounting firms have preferred to employ lawyers in
the presentation of cases before the board of tax appeals, but on
the other hand it is not at all impossible for an accountant so to
prepare his case that he will sufficiently conform to the rules laid
down by the board. As Mr. Korner says repeatedly in the course
of his address, “Give us the facts.” This raises the whole ques
tion of the extent to which a knowledge of the law of evidence is
necessary. It is one of the most indefinite and perhaps least
understood factors in legal practice, and therefore it is not extraor
dinary nor amazing that many accountants should find

Some Knowledge of
Law Required
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themselves lacking in a knowledge of a matter which is primarily
important to trial lawyers. The rules of evidence are many and
various, but certain of the fundamentals can be acquired without a
tremendous amount of study, and it seems, in view of the prob
ability that practice before the board of tax appeals will steadily
increase, that every accountant should devote a fair amount of
time to acquire familiarity with such rules as are indispensable.

The illustration with which Mr. Korner
concludes his address is singularly
happy. Quoting from the book of
Daniel he summarizes the whole matter in the sentence, “Let the
king tell his servants the dream and we shall shew the interpreta
tion of it”. This indicates not only the necessity for adequate
preparation of cases and presentation of facts, but it also gives
evidence of the earnest desire of the board of tax appeals to deal
fairly and impartially with all issues which are brought before it.
The labor of the board increases day by day, and the burden of the
individual members of the board threatens to become almost over
whelming. In the cause of expedition it seems necessary that
President Coolidge should avail himself of the provisions of the
law creating the board of tax appeals and appoint the full number
of members allowed thereby. Accountants are generally ready
to admit that the board has done splendid work. They appreciate
the difficulties which have confronted the members of the board
and the promptness with which cases have been handled, and they
will doubtless be ready to cooperate with the board in all that will
make for the speedy adjudication of cases. Readiness to act
upon the advice given by Mr. Korner will lighten the task of the
board, facilitate transaction of business and heighten the prob
ability of successful appeal. From every point of view, therefore,
it seems to be desirable that accountants and all other practition
ers before the board should familiarize themselves with the funda
mentals of the law of evidence.
Board Members
Not Prophets

The annual meeting of the American
Institute of Accountants is to be held
this year in Washington, D. C., and the
committee on meetings has requested that attention be drawn to
the dates and place. The headquarters will be at the Hotel
Washington. The open meetings will be held on the 15th and
16th days of September. Council meetings will take place on the
Annual Meeting
of Institute

42

Editorial
14th and 17th, and the usual meeting of members of state boards
of accountancy with the board of examiners of the Institute will
occur on Monday, the 14th. This year the committee is making
arrangements for three important papers to be followed by general
discussions. The number of papers is somewhat less than usual.
This is due to a desire to give ample time for consideration of the
subjects of the papers. It has been found in the past that some
addresses have had to be curtailed or discussion of them alto
gether omitted because of lack of time. The amount of business
to be transacted usually consumes one or two complete sessions,
and as precedent seems to involve the condensation of the meeting
within two days it is believed by the executive committee and
also by the committee on meetings that a more satisfactory
arrangement will be limitation of the number of papers to three.
Every year there is some difficulty in finding accommodation for
members and guests who have not made reservations at the hotel
in advance of the meeting; consequently, the committee urges
that all who expect to attend send in their requests for rooms at
the earliest possible moment. All communications in regard to
accommodations should be addressed to the manager of the
Hotel Washington, Washington, D. C.
The experiences of accountants in
Some Bank Certificates endeavoring to verify bank balances are
various and entertaining. A collection
of bank certificates would probably make good reading and would
indicate that bankers are not unlike many other folk in their
inability to understand the purpose of a simple request. For
example, witness the following copies of certificates which a cor
respondent has submitted. The following was addressed to the
company under audit and turned over to the accountant:
“The balance of your accounts as shown by our books on December 31,
1924, was $.............. We trust this will be sufficient for your needs."

The author of this report seems to be a kindly and obliging soul
and his attitude toward the depositor is one that would meet with
almost universal praise, except from bankers. In response to a
request addressed to another bank the following was returned
with a cheque for the amount indicated:
“We are enclosing herewith our check for $.......... representing bal
ance on the company’s account as of December 31, 1923, as instructed by
Mr. Blank in his letter to us of the 11th. Mr. Blank stated in his letter
for us to send the balance on our books as of November 30. We assume
that he meant December 30 as the account up to November 30 was over
drawn.”
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The office of this magazine has been
inundated by correspondence relative
to recent offers of commissions to ac
countants for the sale of office appliances. It has been seriously
asked what can be done to avoid the insult which is offered by this
kind of proposition. We have frequently referred to what seemed
to be absurd attempts to enlist the cooperation of accountants in
the sale of stationery, equipment, etc. and on the theory that
ridicule would be the best method of treatment of such cases we
have simply presented the matter and left it to the reader to form
his own conclusions. The great number of requests which have
recently been received for advice as to what can be done to pre
vent the tender of such commissions seems to indicate that ac
countants are beginning to chafe under the imputation which
these offers involve. Speaking seriously, therefore, let us say
that there seems to be nothing to be done. It is not illegal to offer
a commission on the sale of any commodity. Perhaps there are a
few men who have accepted such offers—although it is merely a
statement of the truth to say that we do not know of such a case.
Every circular letter which is distributed through the mails
brings a certain amount of revenue to the government of the
United States. It helps the printer and the manufacturer of
stationery. For this reason there may be something to be said in
favor of all circular letters. But it does not appear that there is
any possibility of preventing circularization so long as people
wish to adopt that method of advertisement. It might be well for
the government to consider the desirability of raising the postal
rates on circulars and similar mail matter to such a height that it
would discourage even the most inveterate circularizer. There is
nothing that the person addressed can do except to provide him
self with a large and commodious waste-paper basket.
An Old Offender
Exhumed
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"In the absence of evidence the commissioner’s deficiency determination
is approved.” An examination of the reported decisions of the United States
board of tax appeals reveals the startling fact that considerable numbers of
tax cases are decided in accordance with the reason stated in the foregoing
quoted phrase. That this condition should obtain must cause the taxpayer
to give some thought as to the selection of his representatives to present his
cases before this board. He sees, in many instances, the findings of a revenue
agent prevail when his evidence is ruled out because of the intricacies of the
rules of evidence. He wonders why it is that the findings of a revenue agent
have more weight than those of his representatives, when the former seems
to decide every moot question in favor of the government, ignores competent
evidence adduced to him and computes the tax with the idea that if he is in
error, it devolves upon the taxpayer to convince someone higher in authority
of the fact. He also wonders why it is that when he tries to show the board
the error made, he finds that because of some abstruse rule of evidence his
proofs are not admissible. He wonders why a conclusion of a revenue agent
has so much more weight as evidence than has his. He is told often enough
that his evidence is not evidence but conclusions.
In this month’s issue of The Journal of Accountancy there is printed an
address delivered by Hon. J. G. Korner, Jr., chairman of the United States
board of tax appeals, at the regional meeting of the American Institute of Ac
countants held at Cincinnati, May 23rd of this year. His address is most
interesting and its careful reading is urged.
Among other instructive items found therein is that in which he quotes
Honorable Owen D. Young as having come to the conclusion that "facts” are
about the scarcest commodity in the universe and that he had come to this
conclusion because of the paucity with which they are used.
There is a time honored story to the effect that two lawyers were riding
through the countryside when one lawyer remarked to the other that a sheep
that was grazing in an adjacent meadow had been sheared. The other lawyer
glancing at the sheep said, "Yes,—at least this side of it has been sheared.”
It is also a time honored theory that lawyers make poor witnesses because of
their knowledge of the limitations imposed by the rules of evidence.
As has been pointed out in these columns, it behooves accountants admitted
to practice before the United States board of tax appeals to equip themselves
with a working knowledge of how to get the facts before that body.
Certified public accountants, it is urged, are dealing with facts as revealed by
written records of such facts; they are also credited with expert knowledge of
the recognized method of recording such facts. To a great degree the several
revenue acts have recognized accounting records as being the basis for deter
mining the prescribed taxable income.
Of course, we believe that certified public accountants admitted to practice
before the board are best fitted to supply it with the disinterested view of
accountancy facts. This, theoretically and almost always, is the task the
certified public accountant sets for himself and performs, but, apparently,
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when he appears for the taxpayer he is regarded as an advocate and as such, of
course, it is presumed that he interests himself only in the presentation of such
facts as favor his client. Therein is the wide divergence between the account
ant and the lawyer, and if the board will recognize this, it would appear that
its view of its rules of practice would be the subject of thoughtful consideration
and possible modification.
If the accountant is expected to come frankly before the board in the rôle
of an advocate and not as an impartial expert, some modification of the at
titude of the accountant towards cases of this kind would appear to be
necessary, and this would be distinctly unfortunate. The remedy may be
for the accountant to recognize more clearly the distinction between the
submission of evidence and the advocacy of deductions drawn from that
evidence.
SUMMARY OF RECENT RULINGS
Claims for wages against the estate of a bankrupt are subordinate to claims
for taxes. (U. S. supreme court decision in case of West Coast Rubber Cor
poration, et al. v. U. S. et al.)
Amounts of net profits credited to individual surplus accounts standing in
the names of the stockholders, which were not and could not have been at
that time, actually distributed to the stockholders were held not to be bor
rowed capital of the corporation and were allowed to be included in invested
capital. (U. S. Circuit Court of Appeals, Second Circuit, Eaton, Collector, v.
English & Merrick Co.)
A conveyance of real estate by a woman sixty-four years of age to her
daughter a few months before her death was held not to have been made in
contemplation of death upon the evidence presented, and, hence, not subject to
estate tax (Meyer v. U. S. in U. S. Court of Claims).
A corporation is not entitled to increase its invested capital upon sale of the
entire capital stock by its sole stockholders to another at a price much greater
than the cost of corporation’s assets. (Union Petroleum Steamship Company
v. Edwards in U. S. Circuit Court of Appeals, Second Circuit.)
Amount received under a will from the income of an estate is taxable income
to the beneficiary, though it is held that the beneficiary had no interest in the
principal of the estate. (U. S. Supreme Court decision, Irwin, Collector v. Gavit.)
Acceptance by the government of an offer of compromise of a tax consti
tutes such a demand as to make the tax a lien on the taxpayer’s property, and
the offer of compromise constitutes a waiver of such demand as would be other
wise necessary. (Guaranty Trust Co. v. McKenrick et al.—U. S. Court of Claims).
Unsecured creditors who pay a tax which has become a lien on the property
of the debtor are subrogated to the rights of the government as preferred
creditors when the debtor is adjudged bankrupt. (Guaranty Trust Co. v.
McKenrick, et al., U. S. Circuit Court of Appeals, Fourth Circuit.)
Railroads operated under the federal control act were entitled to have paid
by the government two per cent of their income taxes on the amount of gov
ernment compensation, although such compensation was paid after the
termination of federal control. (P. & W. Va. Ry. Co. v. U. S. in U. S. Court
of Claims.)
Where policies of life insurance were taken out prior to the passage of the
estate tax law, the proceeds of such policies payable to designated benefici
aries are not to be included in gross estate under act of 1918 (U. S. Supreme
Court decision in Llewellyn v. Frick, et al.).
In determining gain or loss of owner or lessee upon the sale of oil rights
under the act of 1917, depletion sustained or previously allowed for oil ex
tracted may not be subtracted from the cost price. Depreciation sustained
or previously allowed should not be deducted from cost price in determining
gain or loss on sale under the act of 1917. (Ludey v. U. S. Court of Claims 0f
the U. S.)
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Congress may, under the sixteenth amendment, tax gross income without
allowing deductions for any cause. Depreciation on a contract due to lapse
of time rather than wear and tear may be deducted under the act of 1918 but
not under the act of 1916. The March 1, 1913 value of a contract was com
puted by multiplying the difference between the market value of the product
and contract price at that date by the estimated volume of business during
the remaining life of the contract, and by capitalizing the sum so obtained.
(Kentucky Tobacco Products Co. v. Lucas, Collector, U. S. District Court, W. D.,
Kentucky.)
A deduction of that portion of salary which was intended to cover traveling
expenses is allowable only upon proof of such portion being actually expended.
(B. T. A. decision 365, docket 1209.)
Evidence of the value fixed on property in a local assessment, standing
alone, does not prove the value of such property. (B. T. A. decision 368,
docket 563.)
A manufacturer of malt was not allowed to take a deduction for obsolescence
upon the passage of prohibition legislation in the absence of evidence as to
when obsolescence would likely occur. (B. T. A. 375, docket 375.)
The cost of advertising for which no deduction is taken in the year such
expense is incurred may not subsequently be included in invested capital nor
charged off against income. (B. T. A.381, docket 1185.)
Dividends declared and paid in first 60 days of 1918 out of 1917 earnings
are taxable to the recipients at 1918 rates. (B. T. A. decision 382, docket 1554.)
The cost of equipment, installed to produce war materials and continued
in use with undiminished value as equipment after such contracts are com
pleted, is not deductible as a business expense nor under the amortization
provisions. (B. T. A. decision 390, docket 672.)
A bankrupt business has no good will of value to be included in invested
capital. (B. T. A. decision 393, docket 136.)
The taxpayer is not required to confine his appeal to the adjustments made
by the commissioner in the taxpayer’s return. (B. T. A. decision 396, docket
1495.)

TREASURY RULING

(T. D. 3693—April 23, 1925)
Gross Income—Revenue Act 1921 and prior—Decision of Court

Corporation Income Taxes—Revenue Act

1. Appeal

and

Review—Finding

by

of

Referee

1918—Decision

in

of

Court

Bankruptcy.

Unless the finding of a referee in a bankruptcy proceeding on disputed
evidence is clearly against the weight of the evidence or based on a mistaken
view of the law, it will not be disturbed by an appellate court, especially if the
finding has been approved by the court on petition for review.
2. Corporations—Affiliation—Consolidated Returns.
Where one corporation owns all of the voting stock of another corporation,
or such stock as carries control by one corporation over another, such corpora
tions are affiliated within the provisions of section 240 of the revenue act of
1918, and a consolidated return of income should be filed.

3. Decision Affirmed.

The decision of the district court of the United States for the eastern district
of Missouri (299 Fed. Rep., 326) affirmed.
The appended decision of the United States circuit court of appeals for the
eighth circuit in the case of John F. Schlafly, Trustee in Bankruptcy of the
Temtor Corn & Fruit Products Co., v. The United States is published for the
information of internal-revenue officers and others concerned.
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United States Circuit Court of Appeals, Eighth Circuit.

No. 6661.—

December Term, A. D. 1924
John F. Schlafly, Trustee in Bankruptcy of the Temtor Corn & Fruit Products
Co., appellant, v. United States of America, appellee
Appeal from the District Court of the United States for the Eastern District of
Missouri
[February 17, 1925.]
This is an appeal from an order of the district court approving an order of
the referee in bankruptcy allowing a claim of the United States against the
estate of the bankrupt, Temtor Corn & Fruit Products Co., hereafter referred
to as the Temtor company, for $36,395.23 as the balance due for income and
excess profit taxes from the Temtor company for the year 1920. The referee
allowed the claim, filing an elaborate opinion, reviewing the evidence, stating
his findings and the conclusions of law. On a petition for review the allowance
of the claim was by the district court approved. (299 Fed., 326.)
Exhibits I and 2 to Mr. Hall’s testimony (who was the attorney for the
vendor in the transaction) are the agreements for the sale, purchase, and lease
of the plant, between the Corn Products Refining Co., hereafter referred to as
the Products company, and the Best-Clymer Co., hereafter referred to as the
Clymer company.
The agreement between the parties provided for the sale and purchase of
the Granite City plant, the property of the Products company, to the Clymer
company for the price and sum of $4,500,000, to be paid $50,000 in cash and
the balance in cash upon the delivery of deed on January 2, 1920, provided
that the buyer is to let and rent it to the seller until October 1, 1920, at an
aggregate rental of $1,245,000, payable in monthly installments. The seller
also agreed to pay as additional rent for said premises all taxes and water
rents that may be levied and become a lien on said property on or before
October 1, 1920, to keep the property insured in an amount not less than
$2,750,000, the loss to be payable to the buyer. That there should be no
abatement of rent in case of fire or accidental destruction of the plant or any
part thereof. That upon the expiration of the term, when possession is de
livered to the buyer, the premises shall be in as good condition and state of
preservation as at the present time, usual wear and tear excepted. The buyer
also obligates itself to purchase from the seller all merchandise manufactured
and in process, supplies and stores, on hand October 1, 1920, at the fair market
value, to be paid in cash. The sale is not to include trade-marks, trade rights,
or good will of the seller.
The agreement was subject to approval by the United States district court
for the southern district of New York, the court in which the decree in the
proceedings by the United States against the Products company under the anti
trust statutes of the United States had been rendered. That decree provided
that the Products company is required to sell the Granite City plant, subject to
the approval of the court, with a proviso that only persons or corporations
intending to continue the business shall be eligible as purchasers. Exhibit 12
is a contract between the promoters of the organization of the Temtor company
and the bankers, in order to secure the funds necessary to enable it to purchase
from the Products company its manufacturing plant, located at Granite City,
state of Illinois. That contract provided for the incorporation of a new com
pany, to acquire the Granite City plant from the Products company, and also
the common stock of the Clymer company. There were to be two classes of
stock, A and B. Class A shares to be entitled to a priority of dividends up to
$4 a share per year (equivalent to 8 per cent a year, the shares were to be no
par, and to be sold to the public at $50 a share) and the dividends to be cumu
lative. In case of liquidation, class A shares to have priority up to $50 a share.
The stockholders of the Clymer company were to receive 27,750 shares of class
B stock in exchange for their common stock of the Clymer company, subject to
certain conditions; 137,500 shares class A stock and 20,000 shares of class B
stock of the new corporation to be issued to the bankers, who were to pay into
the treasury of the new corporation $5,500,000, provided the Granite City plant
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of the Products company is acquired for $4,500,000. It further provided that
from the rental to be paid by the Products company to the new corporation the
first $765,000 shall be deposited in a trust company to be held for the payment
of the dividends of $4 per share on both classes of stock of the new company
during the first year, i. e., from October 1, 1919, to October 1, 1920.
On October 3,1919, the Temtor company was incorporated under the laws of
the state of Illinois.
At a meeting of the board of directors of the Clymer company on September
19, 1919, the agreement with the Products company for the purchase and lease
of the Granite City plant and with the bankers for securing the funds neces
sary to make the purchase were ratified and approved, and later by the stock
holders.
After the incorporation of the Temtor company, on October 3, 1919, under
the laws of the state of Illinois, at a meeting of its board of directors, an offer
for the sale of the shares, in conformity with the agreement with the bankers,
was accepted and later consummated. This offer was made by Mr. Frank P.
Page, acting evidently for the bankers. The offer was that he would subscribe
for 137,640 shares of class A stock, and 55,500 shares of class B stock, upon
the following conditions:
He would sell' and transfer to the Temtor company 18,500 shares of the
common stock of the Clymer company, and pay $5,449,000 in cash, $4,500,000
of that sum to pay for the Granite City plant, agreed to be purchased from the
Products company; that the Temtor company will immediately, upon acquiring
the plant, lease it to the Products company, on the terms set forth in the
agreements between that company and the Clymer company, and accept an
assignment of these agreements from the Clymer company. He also stated
that a syndicate had been formed to purchase 113,000 shares of class A stock to
be issued by the Temtor company at $44 a share; that he will distribute 27,500
shares of the class B stock among the stockholders of the Clymer company, the
distribution to be made in the ratio of one share of the Clymer stock for one
and a half shares of the Temtor stock, as had been agreed on by its stock
holders, the remainder of class B stock to be divided among his associates and
the management of the Temtor company.
At a meeting of the board of directors of the Temtor company on November
11, 1919, a resolution was adopted to set aside as a trust fund out of the rents
received from the Products company for the Granite City plant sufficient
money to assure the payment of $4 per share per annum on all the issued and
outstanding shares of this company, and a dividend was declared of $4 a share,
payable out of the fund set aside, payable quarterly, beginning on January 5,
1920. Seven hundred and sixty-five thousand dollars was accordingly set
aside from the rentals received and applied to the payment of dividends.
The articles of incorporation of the Clymer company provided that the
preferred stock shall have no voting rights whatsoever, nor shall the holders
thereof be entitled to receive notice of stockholders’ meetings, except if the
cumulative dividends on the preferred stock shall remain unpaid for two
consecutive years, the preferred stock shall then be entitled to vote on all
questions until the defaulted cumulative dividends on the preferred stock
shall have been paid.
The authorized capital stock of the Clymer company was 10,000 shares of
preferred stock of the par value of $100 each and 20,000 shares of common
stock without nominal or par value.
The claim of the United States in controversy is for an assessment for
income and excess profit taxes amounting to $114,668.30 of the Temtor and
Clymer companies, and interest on the deferred installments amounting to
$143.34, or a total of $114,811.64. Three of the installments had been paid,
leaving a balance of $22,571.18 due and interest thereon amounting to $1,410.70.
An additional income and excess profit tax was assessed by the commissioner
of internal revenue in December, 1922, amounting to $12,713.35, and the entire
claim due December 31, 1922, is for $36,695.23.
In the assessment $1,000,000 received by the Temtor company from the
Products company as rent for the plant in that year was included, and if
properly included, the claim was properly allowed, provided it was lawfully
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made, which is attacked by appellant upon grounds hereafter stated. If
this rent is to be excluded, as contended by counsel for appellant, the claim
was improperly allowed.
In the motion of appellant to disallow the claim, so far as it is necessary
to state them, the grounds are:
That there were no income or excess profits during that year.
That the $1,000,000 included in the return of the Clymer company as alleged
rental collected from the Products company was a mere sham; that the real
purchase price for the Granite City plant was $3,500,000, and that the
$4,500,000 inserted as the purchase price in the deed of conveyance was to
make a market in behalf of the promoters for the sale at a profit of the stock
of the Temtor company, to be formed and which the promoters had under
written, and that in fact no part of the $1,000,000 was a rental for the plant
sold.
Another ground relied on in behalf of appellant is that the return on which
the assessment was made was a joint return for the Temtor and Clymer com
panies, and unauthorized. The Temtor company owned all the common stock
of the Clymer company, which alone had voting power. Its preferred stock
was held by a number of persons, who owned it for investments, but this stock
had no voting power so long as there was no default in the payment of
the prescribed dividends, and there was no default during the period in
controversy.
Before Kenyon, circuit judge, and Trieber and Phillips, district judges.
Trieber, district judge, after stating the facts as above, delivered the opin
ion of the court.
In the argument of counsel for the appellant the principal ground relied on
for a reversal is that the finding by the referee, approved by the learned dis
trict judge, is not warranted by the evidence; that the evidence requires a
finding that the lease of the Granite City plant was simulated and the rental
paid thereunder a return of the purchase price.
At the outset we are confronted with the well-settled rule that, in a pro
ceeding in equity—and this must be treated as such—the findings of the chan
cellor on disputed evidence have not the conclusive effect as the findings of a
jury or of the trial judge when a jury has been waived in an action at law,
but, unless it is clearly against the weight of the evidence or based on a mis
taken view of the law, it will not be disturbed by an appellate court, espe
cially if the finding has been made by a master or, in a bankruptcy proceeding,
by the referee, and approved by the court on a petition for review. (Ohio
Valley Bank Co. v. Mack, 163 Fed., 155, 158, 89 C. C. A., 605; Baker v. BishopBabcock-Becker Co., 220 Fed., 657, 136 C. C. A., 265.)
In Ohio Valley Bank Co. v. Mack, Circuit Judge Lurton, later a justice of
the supreme court, speaking for the court, said: “If the finding is based upon
conflicting evidence involving questions of credibility and the referee has
heard the witnesses, much greater weight naturally attaches to his conclu
sion, and the weight of authority is that the district judge, while scrutinizing
with care his conclusions upon a review, should not disturb his finding unless
there is most cogent evidence of a mistake and miscarriage of justice. . . .
The conclusion he reached in favor of the validity of his debt has also passed
the scrutiny of the district judge. Under such circumstances this court is not
warranted in overturning the conclusion of two courts upon anything less than
a demonstration of plain mistake.”
But it is claimed that this rule does not apply to the instant case, as the
hearing before the referee was on depositions entirely, and he had no better
opportunity to determine the credibility of the witnesses than this court has.
Prior to the promulgation of the present equity rules the evidence in equity
cases was entirely on depositions, yet the same rule of law was followed by
the supreme court and all other national appellate courts.
In Newell v. Norton (70 U. S., 257, 267), which was an admiralty case,
in which the entire evidence -was on depositions, it was held:
"It is enough to say that we find ample testimony to support the decision,
if believed; and that we again repeat, what we have often before decided,

50

Income-tax Department
that in such case, parties should not appeal to this court with any expecta
tion that we will reverse the decision of the courts below because counsel
can find in the mass of conflicting testimony enough to support the allega
tions of the appellants. . . . Parties ought not to expect this court to revise
their decrees merely on a doubt raised in our minds as to the correctness of
their judgment, on the credibility of witnesses, or the weight of conflicting
testimony.”
And this court had uniformly so held. (Dickey v. Dickey, 94 Fed., 231,
36 C. C. A., 211; Harrison v. Fite, 148 Fed., 781, 78 C. C. A., 447; Mastin v.
Noble, 157 Fed., 257 [506], 85 C. C. A., 506 [98]; United States v. Marshall,
210 Fed., 595, 127 C. C. A., 231; United States v. Grass Creek Oil & Gas Co.,
236 Fed., 481, 149 C. C. A., 533; De Laval Separator Co. v. Iowa Dairy
Separator Co., 194 Fed., 423, 114 C. C. A., 365, and authorities there cited.)
The error must be palpable to justify it. (Babcock v. De Mott, 160 Fed.,
882, 86 C. C. A., 64.)
This applies with greater force if two courts have reached the same con
clusion. (The Caleb [Carib] Prince, 170 U. S., 655; Page v. Rogers, 211
U. S., 575; Princeton First National Bank v. Littlefield, 226 U. S., 110; United
States v. State Inv. Co., 264 U. S., 206, 211.) A careful review of the evi
dence fails to show that the transaction between the Products and the Clymer
and Temtor companies was not what it purports to be, a sale of the Granite
City plant for $4,500,000 and the lease of the plant to the Products company
until October 1,1920, at an aggregate rental of $1,245,000, payable in monthly
installments.
The undisputed testimony establishes that under the decree of the district
court for the southern district of New York, in an antitrust suit instituted
by the United States against the Products company, it was required to sell this
plant. In all the negotiations between the parties the Products company re
fused to take less than $4,500,000 for the plant, and a lease until October 1st
of the succeeding year, or for one year. All offers of a less sum were refused
by it, and several were made. It insisted on the lease in order to enable it
to manufacture the products made in that plant, to fill contracts of sale for
the product then in force, and made that a condition of the sale. Before the
sale could be completed it was necessary to obtain the approval thereof by the
district court for the southern district of New York, as was provided in the
decree of that court in the antitrust suit. The petition to that court, presented
for its approval, stated the provisions of the agreement for the sale, and that
the purchaser would continue the business, and was accompanied by an
affidavit of Mr. Bedford, its president, that the price to be received for the
plant was a fair one, taking into consideration the lease of the plant, although
to reproduce it at that time it would cost more; that neither the Clymer nor
the new corporation to be formed was in any way controlled by or affiliated
with the Products company or any of its affiliated corporations; that no stock
holder of the Products company has any substantial interest in the stock or
securities of either of said corporations, nor any of its officers or directors
any interest in common with them. The petition was by the court approved
and on January 2, 1920, the deed and lease for the plant were executed and
delivered, reciting the consideration to be $4,500,000, and revenue stamps
required for that sum affixed thereto.
Mr. Bedford testified that he considered that the plant should earn $2,500,000
annually, and therefore refused the offer of the purchasers to divide the
profits of the plant with them. He considered the annual rental of $1,240,000
to be reasonable, including the other terms of the lease, namely, that the
Products company was to pay as additional rent all taxes and water rents, to
keep the property insured in an amount not less than $2,750,000 for the benefit
of the lessors, and that there should be no abatement of rent in case of fire
or accidental destruction of the plant.
He further testified that, shortly before the expiration of the lease, he
offered to renew the lease for six months on the same terms, which was
refused, Mr. Clymer, representing the Temtor company, telling him he would
not renew the lease for $1,000,000 a month. This is undisputed.
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Mr. Fisher, the secretary and treasurer of the Products company, testified
that the amounts paid for rent of the plant were entered on the books of
the corporation as expenses and $4,500,000 as the sum received for the plant,
and the profit and loss account charged with a profit of $2,079,049.31, the
excess of its value, as it appeared on its books and the $4,500,000 received
for the plant from the Temtor company.
The contention, and we may say the sole contention, on behalf of appellant,
and based solely on inferences, is that the entire transaction was merely a
subterfuge, to enable the bankers, who had underwritten the sale of the class
A stock of the Temtor company, to declare 8 per cent dividends, and thereby
impress on the public the great value of this stock; that in order to enable
them to do so, the lease was resorted to and thereby added to the real con
sideration to be paid for the plant the sum called rental. We may assume
this to be true, so far as the promoters, the new company, and the brokers
were concerned, still the appellant’s contention is without merit, as there
is no evidence whatever that the Products company was a party to it.
Even if the agreement had provided for the sum, less the rentals, but that
as a further consideration for the purchase of the plant the vendor should
retain possession thereof for a year, without payment of a rental, except the
assumption of the provisions relating to the payment of taxes and insurance
by the vendor, the real rental value of the plant would be a part of the con
sideration of the sale, and a very valuable part thereof.
There is nothing unusual, in a sale of real estate, for the vendor to provide,
with the consent of the vendee, for retention of possession of the premises
for a certain time and paying rent therefor on terms agreed on by the parties.
The vendor may desire to retain possession of the premises until he can find
another location, either for his business or, if the premises are occupied as
a home, of another home. The premises may be under an unexpired lease
entered into years ago, when rents were much lower than at the time of the
sale, and, therefore, he is unable to deliver possession, and the vendee demands
the present rental value. May not the vendor and vendee agree on the rental
to be paid by the vendor for that unexpired term on a basis of present rental
value?
That the vendee would be entitled to a rental for the year its vendor had the
use of the plant is beyond question; and if the vendor was willing to pay the
sum specified in the agreement, and assume the other obligations of the agree
ment, the vendee or his representative, the trustee in bankruptcy, has no right
to complain.
What evidence is there to justify a finding that the Products company made
this agreement for the purpose of enabling the promoters to perpetrate a fraud
on anyone? There can be but one answer: None.
The resolution of the Temtor company, setting aside a part of the rental for
the purpose of paying dividends on its share of stock, had no connection with
the transaction between the Products and Clymer companies. There is not
a shadow of evidence that it had knowledge of how the promoters or bankers
would raise the purchase money for the plant. The final agreement for the
sale and lease between the parties had been made on September 16, 1919, to
become effective upon its approval by the district court of New York. This
was obtained by the order of that court on October 25, 1919. The resolution
for the setting aside of a sufficient part of the rentals for the purpose of
paying the dividends on its shares was adopted by the board of directors of the
Temtor company at its meeting on November 11, 1919, when the only obliga
tions assumed by the Products company were to execute its deed of conveyance
of the plant on January 2, 1920, and carry out its obligations of the terms of
the lease.
All parties to the contract considered the lease as favorable. The representa
tives of the Clymer company and of the new company to be formed preferred
an equal division of the profits of the plant as rental, which the Products com
pany declined, as being less favorable to it. The Products company was willing
to renew the lease on the same terms, for a period of six months after October
1, 1920, but the Temtor company declined to grant it, considering it worth
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more. That thereafter the Temtor company sustained losses in the operation
of the plant could not affect the validity of the transaction. It is a wellknown fact that many businesses, although making large profits during the
years 1919 and 1920, were less successful in the succeeding years; in fact,
sustained losses, owing to the changed conditions prevailing in the country.
The losses may have been due to lack of proper management. But whatever
may have been the cause, it can not affect the good faith of the Products
company. The burden of proof was on the appellant, who pleaded the fraud.
(Jones v. Simpson, 116 U. S., 609, 615; Walker v. Collins, 59 Fed., 70,
8 C. C. A., 1; Crawford v. Boussard, 160 [260] Fed., 122, 171 C. C. A., 158;
In re Hawks, 204 Fed., 309, 316, affirmed 213 Fed., 177, 125 C. C. A., 521.)
None was offered, and counsel for appellant rely entirely on presumptions
arising from the terms of the lease.
As the money was collected as rentals, the company was liable to pay the
income and excess profits taxes under the then existing laws of the United
States.
This conclusion leaves only for consideration whether the internal revenue
commissioner had the right under the law to require a consolidated report of
the Clymer and Temtor companies, in view of the fact that the Temtor com
pany owned all of the voting stock of the Clymer company, although consider
able of its class A stock, which had no voting right at that time, was owned by
others.
The pertinent provision of the income tax law of 1918, section 240 (a)
(40 St., 1081), reads:
“(a) That corporations which are affiliated within the meaning of this
section shall, under regulations to be prescribed by the commissioner with
the approval of the secretary, make a consolidated return of net income and
invested capital for the purposes of this title and title III, and the taxes
thereunder shall be computed and determined upon the basis of such return.
“In any case in which a tax is assessed upon the basis of a consolidated re
turn, the total tax shall be computed in the first instance as a unit and shall then
be assessed upon the respective affiliated corporations in such proportions as
may be agreed upon among them, or, in the absence of any such agreement,
then on the basis of the net income properly assignable to each.

“ (b) For the purpose of this section two or more domestic corporations shall
be deemed to be affiliated (1) if one corporation owns directly or controls
through closely affiliated interests or by a nominee or nominees, substantially
all of the stock of the other or others, or (2) if substantially all the stock of
two or more corporations is owned or controlled by the same interests.”
We fully agree with the views expressed by the court below:
“Here in this case all of the voting stock was held by the bankrupt, though
there were some 3,000 other stockholders holding preferred stock, which had
no vote until dividends were passed for a stated period. I readily appreciate
that the control of one corporation over another is ordinarily had by reason
of control of the voting stock therein, and not through control of the nonvoting
stock. It is also true that no one is to be taxed unless there exists a statute
which authorizes the imposition of the tax. Such a statute is, however, to
be given a reasonable construction, when it in fact exists, with a view to car
rying out its purpose and intent. Here the purpose of congress was to fore
stall such manipulation of profits of one corporation, through control by reason
of voting stock, as would prevent the government from ascertaining correctly,
and from collecting the sums justly due it, from excess profit taxes, of the
controlled and affiliated corporations.
“I reach, then, but by another method, the conclusion reached by the
referee—that is, that congress had in mind, voting, stock only, or such stock
as carried control by one corporation over its affiliated corporation. Unless
this was the purpose or meaning of congress, the statute is practically worth
less and wholly incapable of enforcement.’’
The judgment of the court below was right and is affirmed.
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The candidate must answer the first four questions and one other question.
No. 1 (28 points):
Company A owns all the capital stock of company B, consisting of 800
shares of common stock, par value $100 per share.
This stock was acquired by A, January 1, 1924, in exchange for 2,000 shares
of its own 7% preferred stock, par value $100 per share.
At that date the net tangible assets of B, as shown by the balance-sheet, duly
certified, were worth $150,000.
The balances shown by the books of A and B, December 31, 1924, were
respectively as follows:
Company A
Cash $20,000; accounts receivable $75,000, of which $5,000 represents cash
withheld by note brokers to secure the payment of customers’ notes dis
counted by A; notes receivable $90,000, of which $85,000 are secured by chattel
mortgages and of the $85,000 so secured, $50,000 are pledged as security for A’s
bank loans; advances to B $20,000; inventories $80,000; prepaid expenses
$5,000; investments $215,000, of which $200,000 represents A’s investment in
company B; capital assets, less reserves for depreciation, $85,000, including
land & buildings, book value, $60,000 subject to mortgage of $25,000; accounts
payable $50,000 including $5,000 due B; notes payable $60,000, of which
$20,000 represents notes given to B (endorsed and discounted by B) and
$40,000 to banks which are secured by $50,000 notes receivable; accrued items
$4,000; mortgage payable on land & buildings $25,000; capital stock—“A”
preferred (no par value) $90,000, 7% preferred (par value $100 per share)
$300,000, common (no par value) $50,000; surplus $11,000.

Company B
Cash $2,000; accounts receivable $10,000 including $5,000 due from A;
inventories $85,000; prepaid expenses $2,500; machinery & equipment, less
reserves for depreciation, $125,000; trade accounts payable $35,000; notes
payable $25,000 including $15,000 to trade creditors and $10,000 to banks;
advances from A $20,000; capital stock—common (par value $100 per share)
$80,000; surplus $64,500.
It is the practice of company A to pay part of its obligations to company B
with its own customers’ notes duly endorsed; these notes B invariably endorses
and discounts immediately; B also discounts, at once, all notes given by A, as
maker, in payment of its obligations to B.
Company A declared dividends to the amount of $6,000 which had not been
paid nor entered upon the books December 31, 1924. At that date company
A had an unsettled claim against the federal government for taxes overpaid for
the calendar year 1922 in amount $2,000 and B had an outstanding, uncon
tested, additional assessment by the federal government, in amount $1,500 for
the same year. Neither of these items appears on the books.
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At the close of the year A had customers’ unmatured notes under discount,
in amount $45,000, and had endorsed and turned over to B customers’ notes
(due subsequent to December 31,1924) in amount $9,000 as part payment of its
account with B.
Having made an examination of the books of account and records of the two
companies and ascertained that the foregoing data are correct and, further,
having verified the inventories as to quantities, valuations and mathematical
accuracy of extensions and additions and that the items are valued at the lower,
cost or market.
(1 ) Prepare, in columnar form, a consolidated balance-sheet of companies A
and B as at December 31, 1924, showing intercompany eliminations;
(2 ) Prepare a consolidated balance-sheet, as at the same date, with an ap
propriate auditor’s certificate in form for presentation to banks for credit
purposes.

Solution:
Adjustments and Eliminations (See pages 56, 57, 58)
A1. To record, as on Company "A’”s books, the unrecorded dividend, de
clared but unpaid.
A2 . To set up as a contingent asset and a contingent liability the notes re
ceivable endorsed by Company “A” and transferred to Company “B ”
—this entry being as on Company “ A” ’s books.
B2. To set up as a contingent asset and a contingent liability, as on “B”’s
books, the same notes receivable, which have been discounted by
Company “B”.
V. To eliminate this receivable, as on “ B ”'s books against the contingent
liability on “ A’”s books, leaving the contingent asset on “ A” ’s books
and the contingent liability on “B”’s books.

B1. To set up the liability, as on "B”’s books, for additional taxes. This
liability is regarded as existing at the time of the acquisition of the
stock, in determining the true surplus at the date of acquisition to be
eliminated from the investment account.
A3. To restore to Company “A”’s books, the notes receivable discounted
with others than Company “B”, showing the amount both as a con
tingent asset and a contingent liability.

B3. To set up, as on "B”’s books, as a contingent asset and a contingent
liability, the notes receivable received from Company “A” and dis
counted.
VI. To eliminate the notes payable, $20,000, as shown by “A”’s books,
against the notes receivable shown by “B”’s books, leaving the notes
receivable discounted account on “B”’s books, to be carried to the
consolidated balance-sheet column as representing a contingent
liability of Company “ B ” but a positive liability of the two companies
regarded as a unit.
I. To eliminate inter-company accounts receivable and payable.

II. To eliminate inter-company accounts receivable and payable.
III. To eliminate the par value of the capital stock of “B” owned by “A.”
IV. To eliminate the surplus of Company “B” at the date of acquisition,
being the $70,000 stated by the problem, minus $1,500, representing a
decrease in surplus resulting from the establishment of the tax liability.

55

“ ”

”

“ ”

C ompany

”

”

”

”

With Company “ B ...............................
With others...................................................
By Company “ B ...........................................
Customers— endorsed by Co. “ A ............
Signed by Company “ A ...........................

By Company “ A ”

“ A ” and S ubsidiary “ B ”

$590,000

200,000

15,000

80,000
5,000
60,000
25,000

50,000
35,000
20,000

$20,000
5,000
70,000
5,000

“A"

Company

$224,500

125,000

5,000
85,000
2,500

5,000

$2,000

“B”

Company

$83,000

9,000 B 2
20,000 B 3

$9,000 A 2
45,000 A 3

Adjustments
Dr.
Cr.

Consolidated balance-sheet working papers, December 31, 1924

Assets
Cash ...........................................................................
Cash— Security for customers’ notes discounted ..
Accounts receivable .................................................
Notes receivable— customers— unsecured ..........
Notes receivable— customers— secured by chattel
mortgage:
Pledged as security for bank loans ................
Free ....................................................................
Advances to Company B ...................................
Advances to Company “ A ...................................
Inventories................................................................
Prepaid expenses......................................................
Land and buildings— less depreciation..................
Other capital assets— less depreciation.................
Machinery and equipment— less depreciation ...
Investments:
Outside ..............................................................
Company B ..................................................
Eliminate book value at date of acquisition:
Capital stock ............................................
Surplus .......................................................
Goodwill........................................................
Notes receivable discounted:

Solution:

III

$202,500

9,000 V
20,000 VI

68,500 IV

80,000

$20,000 II
5,000 I

Eliminations

$695,000

9,000
45,000

61,500 G. W.

15,000

7,500
60,000
25,000
125,000

165,000

35,ooo

50,000

$22,000
5,000
75,000
5>ooo

Consolidated
balance-sheet
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Company “ B ” :
Common— $100 par value ...........................

“ A ” preferred— no par value .................
7% preferred— $100 par value ...................
Common— no par value ..............................

Advances to Company
Capital stock:
Company “ A ” :

“ A ” .......................................................................
“ A ” ...................................

“

Notes payable to banks— unsecured....................
Notes payable — Co. “ A ” — endorsed to and dis
counted by Co. B ” ........................................
Notes payable — trade creditors .............................
Accrued items ...........................................................
Mortgage payable — on land and buildings— Co.

receivable .........................................................

“ ”

90,000
300,000
50,000

25,000

4,000

20,000

40,000

Adjustments forwarded...................................
Accounts payable .....................................................
$45,000
Due Company B .................................................
5,000
Notes payable to banks— secured by $50,000 notes

80,000

20,000

15,000

10,000

$35,ooo

$83,000

80,000

III

20,000 II

20,000 VI

$5,000 I

90,000
300,000
50,000

25,000

4,000

15 ,000

40,000
10,000

$80,000
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C ompany

Liabilities

”
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and

S ubsidiary " B "

”

”

“

”

“

”.
$590,000

$11,000

“A”

Company

$224,500

$64,500

“B”

Company

$90,500

$6,000 A 1
1,500 B 1

$90,500

9,000 B 2
20,000 B 3

1,500 B 1

9,000 A 2

45,000 A 3

$6,000 A 1

Adjustments
Dr.
Cr.

V

$202,500

9,000

$68,500

IV

Eliminations

$695,000

9,000
20,000

1,500

45,000

$5,000 S
5,500 *S
6,000

Consolidated
balance-sheet

Note.— Company “ A ” had, at December 31, 1924, an unsettled claim in the amount of $2,000.00 against the federal government
on account of overpayment of taxes for the year 1922.

“ ”

Surplus:
Company " A .................................................
Company B .................................................
Dividends payable — Company " A .....................
Customers’ notes receivable discounted— Com 
pany A ..........................................................
Customers’ notes receivable— Co. " A ” — endorsed
and discounted by Co. “ B ...........................
Federal taxes payable— Company B ..............
Notes receivable discounted by Company B ” :
Customers— endorsed by Company " A
..
Signed by Company " A ..............................

”
“ ”

"A ”

Consolidated balance-sheet working papers December 31, 1924— Continued
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Company “A” and Subsidiary Company “B”
Consolidated balance-sheet December 31, 1924

_
Assets
Current assets:
Cash:
In banks....................................................
Held by note brokers as security for
notes of customers discounted........

$22,000

5,000
----------

Accounts receivable.....................................
Customers’ notes receivable:
Unsecured.............................................
$5,000
Secured by chattel mortgage:
Pledged as security for bank loans...
50,000
On hand................................................
35>ooo
----------

$27,000
75,ooo

90,000
165,000
---------- $357,000

Inventories
Contingent assets:
Customers’ notes receivable discounted:
By Company “A”...............................
$45,000
Endorsed by Company "A” and discounted by
Company “ B ”..................................
9,000

54,000

Prepaid expenses..................................................
Investments..........................................................
Fixed assets—depreciated book value:
Land and buildings..............................
Machinery and equipment..........................
Other capital assets......................................

7,500
15,000
$60,000
125,000
25,000
----------

Goodwill................................................................

210,000
51,500
$641,000

_

Current liabilities:

Liabilities

Accounts payable...........................................................
Accrued accounts payable............................................
Income tax payable—Company "B”.........................
Dividends payable—Company “A”..........................
Notes payable:
To banks—secured by $50,000 custom
ers’ notes receivable—per contra .... $40,000
To banks—unsecured..............................
10,000
Company “A”’s—endorsed and dis
counted by Company “ B ”.............
20,000
Trade creditors.........................................
15,000

$80,000
4,000
1,500
6,000

85,000
$176,500
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Contingent liabilities:
Customers’ notes receivable discounted:
By Company “A”................................................. $45,000
Endorsed by Company “A” and discounted by
Co. “B”..............................................................
9,000
$54,ooo
Mortgage payable—secured by land and buildings—
Company “A”...................................................................
Capital:

$25,000

Capital stock:
“ A ” preferred—no par value..............................
$90,000
7% preferred—par value $100................................. 300,000
Common—no par value............................................
50,000

Total capital stock................................................. $440,000
Deficit.............................................................................
500

439,500
$641,000

Note.—Company "A” had, at December 31, 1924, an unsettled claim in the
amount of $2,000 against the federal government on account of overpayment
of taxes for the year 1922.
Certificate
We have made an examination of the books and records of Company “A”
and its subsidiary, Company “B”, as of December 31, 1924, and
We hereby certify that, in our opinion, the above balance-sheet correctly
states, as of that date, the combined assets liabilities and net worth of the two
companies.

No. 2 (25 points):
On January 20,1924, the receiver of the Wide-Ray Searchlight Co. gives you
the following statements prepared by the company’s bookkeeper:

The Wide-Ray Searchlight Co.
BALANCE-SHEETS

Assets
Land....................................................................
Buildings—depreciated @ 4% per annum ...
Machinery..........................................................
Cash....................................................................
Accounts receivable...........................................
Raw material—at cost......................................
Material in process—at cost.............................
Finished goods—at cost....................................
Patents................................................................
Deficit.................................................................

December 31
1922
1921
1923
$5,000
$5,000
$5,000
30,000
25,000
27,000
65,000
50,000
60,000
2,100
2,500
2,000
6,000
7,000
5,000
11,000
13,500
12,000
2,000
2,500
1,500
1,100
2,000
1,000
150,000 155,000 157,000
90,000 130,000 160,000

$342,000 $401,100 $442,100
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Liabilities
Capital stock—authorized and issued. . . . .
Loans from officers.......................................
Accounts payable.........................................
Reserve for depreciation, machinery.........

$200,000 $200,000 $200,000
121,000 176,100 197,100
19,000
5,000
6,000
26,000
20,000
15,000

$342,000 $401,100 $442,100
INCOME ACCOUNTS

Sales.....................................................................
Cost of sales (details below).............................

For the years
1922
1921
1923
$50,000 $70,000 $60,000
77,600
89,000
65,000

Gross losses for years.........................................

$15,000

$19,000

$17,600

General and administrative expenses:
Salaries.........................................................
Taxes............................................................
General........................................................
Bad debts....................................................

$7,5oo
1,000
2,500
2,000

$12,500
1,100
4,5oo
4,000

$7,500
1,200
2,500
1,200

$13,000

$22,100

$12,400

$28,000

$41,100

$30,000

Net losses for years............................................

Salaries and general expenses for 1921 and 1923 are 50% for selling; in 1922
they were 75%.
COST OF SALES

Labor.................................................................
Purchases, raw material..................................
Factory overhead:
Engineering expense, supervision...........
Repairs and maintenance........................
Light, heat and power.............................
Depreciation.............................................

For the years
1921
1922
1923
$15,000 $20,000 $16,000
34,8oo
52,700 49,800

3,600
3,000
2,000
5,ooo

3,600
5,000
2,300
5,000

3,600
2,500
2,100
6,000

Changes in inventories, raw materials........... .

63,400
1,200

88,600
1,000

80,000
2,500*

Changes in inventories, goods in process....

64,600
500*

89,600
500*

77,500
1,000

Changes in inventories, finished goods.........

64,100
900

89,100 78,500
900'
100*

Cost of sales, as above.................................

$65,000

$89,000 $77,6oo

In conversation with the receiver and by subsequent investigation, the
following facts are elicited:
The company has been operating seven years and shown a loss each year.
Alfred Jones, a retired banker, is president of the company; he owns 45%
of the capital stock and has advanced one-half of the amount described as
“loans from officers” on the balance-sheets.
* Increases in inventories.
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Walter Williams, a lawyer, was treasurer of the company to the time of his
death, January 10, 1924; he also owned 45% of the capital stock and advanced
the other one-half of the amount described as “loans from officers”.
An agreement is in existence which provides that advances from Jones and
Williams are to be converted into capital stock.
John Hawkins, vice-president, inventor of the Wide-Ray lens and operating
head of the company, owns 10% of the capital stock.
The estate of Walter Williams has put the company into the hands of a
receiver and you are requested to report the results as they affect stock-holders
and creditors upon:

(a) Immediate cessation of operations and disposal of assets.
(b) Continuance of present business until raw material on hand is worked
up and sold; all assets to be disposed of at that time.
(c) What results would probably have been attained in 1923 if certain new
processes and machines, as represented by Hawkins, had been in
operation with all the increased output sold?

Hawkins estimates that if certain machinery, already designed and patented
by him, were installed, breakage could be reduced to 10% and the gross output
of the machines doubled, i. e. 90% of twice the gross output would be salable
in place of 50% of the present gross output by substituting the same number of
new machines for the present equipment. The new machinery would cost
$25,000.
Purchases of optical glass in 1923 amounted to $40,000 and breakage was
50%. Labor on broken and defective lenses amounted to $7,000 while labor on
fittings scrapped amounted to $1,000.
The high manufacturing costs have been due chiefly to breakage of lenses in
the course of manufacture and small output, both due to imperfectly designed
machinery.
Land is appraised at over cost.
Buildings are modern and in good industrial location; 75% of the machinery
is specially built for the company and probably cannot be used in any other
business; 25% of the machinery is standard.
Accounts receivable have been written down consistently and sufficiently.
Accounts payable are current accounts for merchandise.
Patents are entirely on the Wide-Ray lens.
Raw material consists of optical glass cut to special size and shapes $10,000;
sheet metal—copper, nickel plated, standard size sheets $3,500.
A formal report is not required. Statements showing the effect of plans
(a), (b) and (c) with any notes or explanations you think desirable or necessary
will be considered a satisfactory form of solution.
Solution:

The information required for a positive solution of this problem appears to
be lacking in many places, and it is assumed that the examiners did not expect
identical results from all candidates, but rather desired to determine the amount
of intelligence which the candidate could display in making certain necessary
assumptions.
(a) In determining the probable results from an immediate cessation of
operations and disposal of assets, it is necessary to make a number of assump
tions as to unstated realizable values of assets. The agreement as to con
verting the loans from officers into capital stock appears to be final, and in
that case Jones and Williams would have no right to settlement of these ad
vances in priority to their own and Hawkins’s right to pro-rata liquidation of
their capital stock.
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Statement of Estimated Realization and Liquidation
Book values

Land........................................................................
Buildings.................................................................
Machinery..................... .........................................
Cash........................................................................
Accounts receivable...............................................
Raw material..........................................................
Material in process................................................
Finished goods.......................................................
Patents...................... .............................................
Deficit......................................................................

Reserve for depreciation
Accounts payable...........

$5, 000
30, 000
65, 000
2, 100
6, 000
13,500
1, 500
2, 000
157, 000
160, 000

$5,000
30, 000
10, 000 (1)
2, 100
6, 000
8, 500 (2)
1, 000
2, 000

$442, 100

$64, 600

$26, 000
$19, 000

19, 000

Remainder—for liquidation of stock...................
Capital stock...............................
Loans from officers.....................

Estimated

$45, 600

$200,000
197,100
397, 100
$442, 100

(1) As only 25% of the machinery is standard and the remainder probably
can not be used in any other business, the realizable value is estimated at
approximately 25% of the book value of $65,ooo-$26,ooo.
(2) The raw material consists of glass, $10,000, which is valued at one-half
thereof, or $5,000, and metal, $3,500, which is valued at cost.
Other values are arbitrary.
On the basis of the foregoing estimate the three owners would receive
approximately eleven cents on the dollar.
(b) Since the operations of the business have continuously resulted in a
gross loss, there would not appear to be any advantage in continuing the
operations for the purpose of working up the materials. However, this con
clusion is dependent upon the accuracy of the estimated figures for realizable
values of raw materials and goods in process, and since no information is given
in the problem as to the probable realizable value of these assets in their present
condition, there does not appear to be any basis on which a final comparison
can be made as to the relative advisability of an immediate liquidation and a
liquidation accompanied by continued operations.
(c) In estimating what the results would have been in 1923, if Hawkins’s
improved machines had been in operation, it is necessary to know whether the
loss from breakage applies to fittings as well as to glass. If the spoilage of
fittings is 50%, then the improved methods would not require any additional
metals in order to increase the production from 50% to 90%. But if fittings
are not spoiled, it would be necessary to use 9/5 as much metal as that now
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used in order to provide fittings for the additional production of good product,
and 18/5 of the present metal in order to provide for the double capacity.
The problem states specifically that 50% of the glass was broken, and refers
incidentally to “fittings scrapped’’. This seems to indicate that the spoilage
on fittings was probably also 50%. Moreover, if this is not the case, it would
be necessary to know the amount of metal used during the year, in order to
step this amount up to the new requirements. But the amount of metal used
can not be determined because the opening inventory of metal is not stated.
Hence it appears necessary to assume that the spoilage of glass and of metal
are both 50%.
In the following computation the adjusted figures for 1923 include double the
actual material cost, but there is no increase for labor, because it is assumed
that the new machines would be so efficient as to make it possible to produce
twice the former gross output without additional labor. The items of over
head are not changed, with the exception of the item of depreciation, which is
changed from 10% of the present investment of $60,000 in machinery to 10%
of the new investment of $25,000.

Statement of Actual and Estimated Cost of Sales

Year ended December 31, 1923
Actual
Raw material:
Purchases..............................................................
Increase in inventory..........................................
Material used...................................................
Labor.............................................................................
Factory overhead:
Engineering expense—supervision.....................
Repairs and maintenance...................................
Light, heat and power.........................................
Depreciation.........................................................
Goods in process—beginning of year........................

Total..............................................................

Estimated

$49, 800
2, 500
$47,300
16,000

3,600
2,500
2,100
6,000
2, 500

$94,600
16,000
3,600
2,500
2,100
2,500
2,500 (1)

$80, 000 $123, 800 (2)

Goods in process—end of year...................................

1, 500

645 (2)

Cost of finished goods manufactured........................
Finished goods—beginning of year............................

$78,500
1, 100

$123,155
1,100 (1)

Total.............................................................. '..............

$79,600

$124,255

Finished goods—end of year......................................

2, 000

Cost of goods sold.......................................................

$77,600

860 (2)

$123,395

(1) Since it is assumed that the new machines were put in operation at the
beginning of 1923, the cost of goods in process and finished goods at the be
ginning of that year would not have been affected by the change.
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(2) The cost of goods in process at the beginning of the year plus the material,
labor and overhead applied during the year is estimated to be $123,800.
This expenditure would have resulted in the production of 3.6 times as much
finished goods on the assumed basis as on the actual basis, as well as the same
amount of goods in process. The figure, 3.6, is obtained as follows: Actual
production during 1923 was 50%; but the new machines will eliminate break
age sufficiently to raise production to 90%, and they will double the output,
raising the total net output to 180%, or 3.6 times the actual output. Dividing
$123,800 by 3.6 gives $34,400 (approximately) as the expenditure which would
be necessary under the assumed new conditions to produce an output equiva
lent to that produced by an expenditure of $80,000 under the old conditions.
(It may be noted that this is not strictly accurate because it ignores the fact
that the expenditure of $123,800 produces only an equal amount of goods in
process although it produces 3.6 times as much finished goods. This slight
error is not regarded as significant, however, in view of the somewhat arbitrary
nature of many of the other assumptions as to amounts of expenditures.)
Now if goods which actually cost $80,000 in 1923 could have been made for
$34,400, the new cost would have been 43% of the old, and this rate is used in
stepping down the inventories at the end of the year to the revised valuations,
$645 being 43% of $1,500, and $860 being 43% of $2,000.

Estimated Profit-and-Loss Statement
Year ended December 31, 1923
Sales.................................................................................................
Less cost of sales............................................................................

$216,000 (1)
123,395

Gross profit on sales......................................................................
Selling expenses..............................................................................

$92,605
17,280 (2)

Net profit on sales.........................................................................
General expenses............................................................................

$75,325
10,000 (3)

Net profit........................................................................................

$65,325

(1) The sales are 3.6 times $60,000.
(2) The selling expenses during 1923 consisted of salaries, $3,750, and gen
eral, $1,250, or $5,000, or about 8% of the sales. The selling expenses on the
assumed basis are taken as 8% of the sales of $216,000.
(3) The general expenses for 1923 were $7,400. An additional allowance
is made to provide for increased general expenses caused by the increase in
business.
The net investment at the beginning of 1923 consisted of:
Capital stock.......................................................... $200,000
Loans.......................................................................
176,100

Total................................................................
Less deficit..............................................................

$376,100
130,000

Net investment......................................................

$246,100
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On this investment it is estimated that a profit of $65,325 would have been
made.

No. 3 (12 points):
Cost systems, in general, may be divided into two groups:
(a) Those in which costs are obtained by jobs, products or classes of products
and
(b) Those in which costs are obtained for operations and processes.
Describe the salient characteristics of and principal points of difference be
tween the two groups of systems and show how unit costs are attained in each.
Indicate which system is most suitable for the following classes of businesses
noting particularly where one system may be desirable in one department and
a different method applicable in another:

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Manufacture of metal novelties.
Foundry.
Machine shop.
Coal mining.
Steamship line.
Stone quarry.
Manufacture of standard sizes of iron pipe.
Brick making.
Pneumatic tire making.
Manufacture of fertilizer.

Solution:
Briefly stated, group (a) includes cost systems whereby the costs of material,
labor and overhead are charged to specific jobs, products or classes of products,
and such systems should be used where each job, product or class of product
differs from other jobs, products or classes of product as to the amounts of any
or all of the three elements of cost. Group (b) includes cost systems in which
the three elements of cost are charged to or classified by operations or processes.
Such systems are applicable to industries in which the units of production re
quire practically the same amounts of material, labor and overhead. Even
in such industries a system of class (a) may be used to determine separate costs
for separate lots of product, unless production is continuous so that it is im
possible to divide the product into lots.
Unit costs, under group (a) are obtained by charging directly to each job,
product or class of product, the cost of material, labor and overhead applicable
thereto. If the lot for which specific costs are thus obtained contains more
than one unit, the unit cost would be determined by dividing the cost of the lot,
or job, by the number of units therein.
Under group (b) systems, the total cost of each operation is determined, and
is divided by the number of units of good product going through the process,
after eliminating from the total cost of the process the estimated cost of the
goods in process. The cost of the good product is then passed on as a charge
to the next process, to which are added the costs of material, labor and over
head applicable to that process; the estimated cost of goods in process is de
ducted, and the remainder divided by the number of units of good finished
product; and so on until the unit cost of the final product passed through all
processes is determined.
Manufacture of metal novelties—both systems are used, but group (a) is
preferable.
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Foundry—group (b) except as to certain departments, such as molding and
core-making
Machine shop—mostly group (a)
Coal mining—group (b)
Steamship line—group (a), assuming that the costs desired are costs per
trip, as each trip would be regarded as a separate job.
Stone quarry—group (b)
Manufacture of standard sizes of iron pipe—group (b) to point where opera
tions for different sizes are separated
Brick making—group (b)
Pneumatic-tire making—group (b) through reduction of rubber and pro
duction of fabric or cord; thereafter group (a)
Manufacture of fertilizer—group (b)
No. 4 (10 points):

The ten stock-holders of a “close” corporation each contributed $2,000 and
invested the $20,000 in bonds for the purpose of converting into cash and
purchasing, at a later period, a larger and more advantageous site for their
plant.
The transaction was duly entered on the books of the company.
When the time arrived for a decision as to change of location, it was agreed
that they should remain where they were and return the bonds, or the equiva
lent, to each of the contributing stockholders.
The officers of the company request your advice as to the proper disposition
of the bonds, as the market value thereof is $10,000 in excess of the value as
recorded on the books. Then, providing the bonds are converted into cash,
they desire the proper entries for the minute book and other records to show
such disposition and to know how the company’s, and each individual’s,
federal income-tax return would be affected by the transactions.
It may be assumed that none of the stock-holders’ returns warranted the
computation of surtaxes.
Solution:

The $2,000 paid in by each of the ten stockholders might conceivably have
been intended as a loan to the company, but as the problem states that each
“contributed ” $2,000 it is assumed that the $20,000 was intended to be treated
as donated surplus. Having become donated surplus, this amount, or the
amount represented by the increased value of the bonds purchased, can be made
available to the stockholders only as dividends. Such dividends must of course
be declared in the usual manner and must be distributed in the ratio of stock
holdings, and it is assumed that the stock is held equally by the ten stock
holders since the contributions were made equally.
The matter of selling the bonds at their increased market value and distribut
ing the proceeds, or, on the other hand, of distributing the bonds themselves,
becomes important from the taxstandpoint. If the bonds are sold, the company
will realize a taxable profit of $10,000. But if the bonds themselves are distribut
ed, the company will have no taxable income, since it did not realize any profit.
The effect on the taxable income of the stockholders is the same whether they
receive the $30,000 in cash as dividends or receive the bonds. In either case,
$30,000 has to be accounted for by the stockholders as income, and is subject to
surtax only, but none of the stockholders has income sufficient to require
computation of surtaxes.
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In view of these considerations, the recommendation should be for the
company to declare a dividend of $20,000, payable in the bonds in question.
The minute book should contain a copy of the resolution of the directors de
claring the dividend, and authorizing its payment in bonds. The entries in
the accounting records would be:

Surplus (or donated surplus)..................................
$20,000
Dividends payable...........................................
$20,000
To record the declaration of a dividend of $—
per share on the capital stock of this company
payable (date) to stockholders of record
(date, in bonds of corporation X, per resolu
tion of the board of directors passed at meet
ing held (date), see minutes, page---- .
Dividends payable...................................................
20,000
Bonds of corporation X..................................
20,000
To record distribution of above described bonds
to stockholders in payment of dividend de
clared (date).

No. 5 (25 points):
In the course of an examination of the accounts of a corporation having two
foreign branches operated through subsidiary companies, the "accounts" of which
are consolidated with those of the parent company, you are given the following
comparative balance-sheets of the two branches, one in Great Britain, the other
in France:
British balance-sheet
1922
Assets
1923
£5,000 £4,500
*Fixed assets...............................................................
20,000 19,500
Current assets...........................................................
1,000
1,000
Deferred charges......................................................

£26,000 £25,000
Liabilities
£8,000 £8,000
Current liabilities.....................................................
5,000
Capital stock.............................................................
5,ooo
13,000 12,000
Surplus......................................................................

£26,000 £25,000
The investment in the capital stock of the British company is carried on the
books of the head office at $24,300 representing the value at the rate of ex
change current at the date of incorporation. The rate of exchange as at the end
of 1922 was 4.50 and at the end of 1923, 4.20.

French balance-sheet

Assets
*Fixed assets..................................................
Current assets...............................................

1923
1922
Fr. 500,000 Fr. 475,000
180,000
160,000
Fr. 680,000 Fr. 635,000

* No additions to fixed assets were made from the date of incorporation to December 31, 1922.
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Liabilities
Current liabilities.......................................
Capital stock.................................................
Surplus...........................................................

Fr. 40,000 Fr. 30,000
600,000 600,000
40,000
5,000
Fr. 680,000 Fr. 635,000

The investment in the capital stock of the French company is carried on
the books of the head office at $114,000, representing the value at the rate of
exchange current at the date of incorporation. The rate of exchange at the end
of 1923 was .04 cents and that of 1922 was .06 cents.
The current liabilities of the foreign corporations include, in the case of the
British company, £1,000 and in that of the French company 5,000 francs, due
to the head office at the end of each year.
The treasurer of the company proposes to convert each item on the 1923
balance-sheet at the rate of exchange current at the close of that year and to
use these figures in preparing the consolidated balance-sheet. The difference
between the value at which the capital stock of the foreign subsidiaries is
carried on the books of the head office and the net worth thus determined, he
proposes to add to the consolidated fixed assets.
Criticise or justify the proposed method of handling these accounts. Ex
plain and illustrate what method, if any, you would consider preferable.
Solution:

The proposal of the treasurer of the corporation to convert each item in the •
1923 balance-sheet at the rate of exchange current at the close of that year,
and to use these figures in preparing the consolidated balance-sheet, is not in
accordance with accepted accounting principles, at least in so far as some of the
items are concerned.
Cost is the accepted basis for carrying fixed assets on the books, and as this
cost was determined by the rate of exchange current at the date or dates of
purchase it is not affected by the subsequent fluctuations in exchange rates.
Current assets, deferred charges, and current liabilities (with the possible
exception of the advances from the holding company) are, however, items
which require statement in terms of current values, and hence should be con
verted at the current exchange rate.
As to the advances from the parent company, two methods are available.
Since the holding company’s books will presumably have an offsetting account
in dollars, the accounts on the subsidiary books may be converted at these
dollar values rather than by using a rate. Or the advances accounts on the
subsidiary books may be converted at the current rate. In that case adjust
ments will be necessary on the parent company’s books to raise or lower the
dollar values thus obtained. The ultimate effect on the consolidated surplus
will be the same in either case. In the problem in question, the dollar balances
of the reciprocal accounts on the parent company’s books are not stated, and
hence, for purposes of illustration, it is assumed that the advances were made
during the year, and the average rates for the year are used in determining the
assumed balances on the parent company’s books.
As to the capital stock and surplus of the subsidiaries, two methods are
available. First, the combined capital stock and surplus may be stated in
dollars as the difference between the assets and liabilities after conversion; or
the capital stock may be converted at the dollar cost as shown by the parent
company’s books. In that case the surplus will be the balancing dollar figure.
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In the latter case it is obvious that the increase or decrease of surplus (after
allowance for dividends) will be the resultant of two items, namely, the profit
or loss from operations and the profit or loss from fluctuations in the rate of
exchange.
The treasurer’s proposal is also wrong in another particular: the proposed
treatment of the fixed asset accounts as a dumping ground for the difference
between the dollar values of the net assets and the cost of the original invest
ment. This difference is surplus or deficit and should be so shown.
The different results obtained by the treasurer’s proposed method and that
outlined above, are shown by the following statements:

British Branch balance-sheet
Converted in accordance with treasurer's plan December 31, 1923

Pounds

Dollars
(4.20)

£ 4,500
500
20,000
1,000

$18,900
2,100
84,000
4,200

£26,000

$109,200

To parent company...................................
To others.....................................................

£ 1,000
7,000

$4,200
29,400

Capital:
Stock............................................................
Surplus........................................................

5,000
13,000

21,000
54,6oo

£26,000

:$109, 200

Assets
Fixed assets:

At date of incorporation...........................
Additions during 1923...............................
Current assets....................................................
Deferred charges................................................

Liabilities
Current liabilities:

French balance-sheet

Converted in accordance with treasurer’s plan December 31, 1923
Francs

Assets

Dollars
(•04)

Fixed assets:

At date of incorporation...........................
Additions during 1923...............................
Current assets....................................................

Fr. 475,000 $19,000
25,000
1,000
180,000
7,200

Fr. 680,000 $27,200
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Liabilities

Current liabilities:
5,000
35,000

$200
1,400

600,000
40,000

24,000
1,600

Fr.

To parent company...................................
To others.....................................................
Capital:

Stock............................................................
Surplus........................................................

Fr. 680,000 $27,200
In the following consolidated working papers, the inter-company accounts on
the parent company’s books are valued in dollars at the average rate for the
year. This is of course purely arbitrary and is not essential to a solution of the
problem, but it seemed desirable to place a dollar balance for each of these
accounts in the consolidated working papers in order to show the procedure of
making eliminations.
It will be noted that by the treasurer’s proposed method there will be two
items, $200 and $37,100, or an aggregate of $37,300, to be added to the con
solidated fixed assets. This means the capitalizing of a deficit, which would be
contrary to the accounting principles to be observed in the preparation of
consolidated balance-sheets. Any deficits of subsidiaries resulting from opera
tions or from fluctuations in exchange should be deducted from the parent
company’s surplus in determining the surplus of the consolidation.

British balance-sheet
Correctly converted December 31, 1923

Pounds

Assets

Rate

Dollars

Fixed assets:

£4,500
500
20,000
1,000

At date of incorporation
Acquired during 1923. .
Current assets.......................
Deferred charges...................

4.86 (a)
4-35 (b)
4.20 (c)
4.20

$21,870
2,175
84,000
4,200
$112,245

£26,000
Liabilities

Current liabilities:
£1,000
7,000

To parent company
To others...............
Capital:
Stock..
Surplus

5,000
13,000

£26,000
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(d)

4.20

(e)

$4,350
29,400

78,495

$112,245

$24,300
114,000
4,350
250

Investment in stock of British company ....................................
Investment in stock of French company ....................................
Due from British company ..........................................................
Due from French company ..........................................................
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* Indicates

red.

Surplus....................................................................................

s tock .......................................................................................

Capital:

Liabilities
Current liabilities:
To parent company ...............................................................
T o others................................................................................

Fixed assets:
At date of incorporation.......................................................
Acquired during 1923............................................................
Current assets ................................................................................
Deferred charges ............................................................................

American
company

Assets

December 31, 1923

1,600
$27,200

$109,200

1,400

$200

$27,200

$19,000
1,000
7,200

French
company

54,600

2 , 000

$4,200
29,400

$109,200

$18,900
2,100
84,000
4,200

British
company

Consolidated Working Papers

$142,900

138,300(A)

$4,600 (B)

$142,900

250(B)

$24,300 (A)
114,000 (A)
4,350 (B)

Eliminations

37,100*

$200*
30,800

4,200

$37,90o
3 ,100
91,200

Consolidated
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Rates
Rate at date of incorporation and acquisition of fixed assets ($24,300÷5,000)
(b) 4-35 Assumed to be the rate at the date of acquisition during 1923, being
the average of the rates at the end of 1922 and end of 1923.
(c) 4.20 Current rate, December 31, 1923
(d)
Converted at amount assumed to be shown on parent company’s
books. Assuming that the contra account on the parent com
pany’s books shows a balance of $4,350, the difference between
this amount and the current exchange value of $4,200 must in
some way affect the consolidated surplus as a decrease. By
making the conversion, as above, at 4.35, the liabilities of the
branch are increased $150 over the current rate valuation, and
the branch surplus is correspondingly decreased, thus resulting
in the necessary decrease in the consolidated surplus. If, on the
other hand, the liability to the parent company is converted at the
current rate, the contra account on the parent company’s books
will have to be reduced from $4,350 to $4,200, thus again causing
a charge of $150 against the consolidated surplus. In the first
case the decrease in the consolidated surplus comes through the
subsidiary’s books; in the second case it comes through the
parent company’s books.
(e) Sufficient to balance the dollar columns.

(a) 4.86

French balance-sheet
Correctly converted December 31,1923

Assets
Fixed assets:
At date of incorporation.................
Additions during 1923.....................
Current assets.............................................

Liabilities
Current liabilities:
To parent company...........................
To others.............................................
Capital:
Stock............................ . .....................
Surplus................................................

Rate

Dollars

Fr. 475,000 .19(a)
25,000 .05 (b)
180,000 .04 (c)

$90,250
1,250
7,600

Fr. 680,000

$99,100

Francs

Fr.

5,000
35,000

600,000
40,000
Fr. 680,000

$250
1,400
97,450
$99,100

Rates
Rate at date of incorporation and acquisition of fixed assets ($114,
000÷600,000)
.05 Assumed to be average rate for year.
.04 Current rate, December 31, 1923.
Converted at assumed balance on parent company's books.
Sufficient to balance.

(a) .19

(b)
(c)
(d)
(e)

.05 (d)
.04
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Book Reviews
ACCOUNTING FOR THE PETROLEUM INDUSTRY, by David F. Mor
land and Raymond W. McKee. McGraw-Hill Book Co. Inc., New York.
Cloth, 304 pp.

This volume is timely and will no doubt be of interest to the American Petro
leum Institute’s special committee on uniform methods of oil accounting, which
has been at work for the past six months and is expected to deliver an inter
esting report in November next. The book is written apparently from the
point of view of the public accountant, and its value to the comptroller or ex
ecutive accountant of any considerable oil company is limited, except as
a reiteration of sound accounting principles applicable to the main elements of
the business. The chapter devoted to depletion and its detailed application
in accounting records will no doubt provoke discussion among experienced
accountants and executives in the industry. Opinions generally on this sub
ject, however, vary to an extent which makes present criticism out of place,
as a number of widely different views on the subject can be supported by argu
ments apparently equally strong.
Many of the practical difficulties faced in the active major oil companies of
today are not discussed, particularly such difficulties as involve the determina
tion of where to draw the line in accounting and auditing detail so that the
accuracy and value of the results obtained shall be commensurate with the
accounting cost of obtaining such results. The authors in their endeavor to
cover a wide subject have of necessity condensed their discussions and explana
tions and have avoided wearisome detail. The work is readable and inter
esting, and, while not qualifying as a complete book of reference in its particular
sphere, may well be taken as a basis on which to build.
F. G. Colley.

STUDENT’S GUIDE TO EXECUTORSHIP ACCOUNTS, by Roger N.
Carter, Gee & Co., London.
A handy pocket manual giving the principal points of English executorship
laws with accompanying illustrations of the proper accounts to be used. It is
practical as a guide in that it is a digest of leading English cases covering ex
ecutorships, thus giving the student an up-to-date (1924) interpretation of the
laws.

HOW TO READ THE BALANCE-SHEET OF A COMMERCIAL CON
CERN, by Francis W. Pixley, Gee & Co., London.
This, the sixth edition of a brochure already well-known to accountants, is
written to instruct the layman untrained in accounting how to analyze and
understand balance-sheets presented to him by the directors of companies in
which he may be a shareholder.
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DOMINION INCOME-TAX RELIEF, by Ronald Staples, Gee & Co.,
London.
A handy book of some 130 pages containing the laws and practice governing
the relief granted from double-taxation of English incomes derived from do
minion sources. Written by an officer of the inland-revenue department it
may be taken as authoritative although it is expressly stated that it is not “offi
cial.” Principles are clearly explained and practice illustrated by over seventy
examples of income, individual and corporate.
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A unique service
that brings greater accuracy, speed
and economy to your statistical work
Library Bureau’s Statistical Service Division offers a
unique service to accountants, insurance interests and
general industry.
This division will record and tabulate all kinds of sta
tistics for you. Its experienced operators, aided by large
flexible batteries of tabulating and calculating machines, are
prepared to accumulate statistics and render results accu
rately, promptly and economically.

4 advantages of this service to you
1. It meets the present and ever-increasing demand for more
accurate and prompt analysis of your business.
2. It saves the expense of specialized departments dealing
largely in periodic accounting activities.
3. It eliminates leasing or buying machines whose operation
is not reasonably continuous.
4. It brings you more accurate statistics in less time—at less
expense.

Typical of some of the work this department has done
for hundreds of firms are—expense and cost distribution; sales
analyses; costing and price revisions; computing bank interest;
tabulating advertising questionnaires; insurance statistics and
current and periodic analyses of all kinds.
To any business executive interested in the more economical
compilation of his vital business statistics, we will gladly send a
copy of “Recorded Experience”—a book describing the wide scope
of L.B.’s Statistical Service Division. Write to the nearest branch
listed below for your free copy of this book.

Statistical Service Division

Library Bureau
New York, 380 Broadway
Boston, 89 Federal St.
Philadelphia, 910 Chestnut St.

Chicago, 214 W. Monroe St.
Detroit, 2210 Park Ave.

Montreal, 27 Board of Trade Bldg.
Toronto, 215 Richmond St. West
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BOUND VOLUMES
of

The Journal of Accountancy
Volume XXXIX
JANUARY, 1925 —JUNE, 1925
Will be ready for Delivery July 1. $4.00 a Volume.
To avoid disappointment orders should
be sent at once.

THE JOURNAL OF ACCOUNTANCY, Inc.
135 CEDAR STREET, NEW YORK

BINDING

THE JOURNAL OF ACCOUNTANCY

Subscribers of The Journal of
Accountancy who have their mag

BACK NUMBERS
WANTED

azines bound for permanent refer
ence may find it an economy or a
convenience to avail themselves of
the binding service conducted by the
Publisher.
The magazine is bound in tan
buckram with title, dates and vol
ume number stamped on red leather.
When the magazines constituting
the volume are supplied by the sub
scriber the binding charge is $2.
Missing numbers, with the excep
tion of a few rare issues, will be sup
plied, if obtainable, at 50 cents each.
Binding orders and the magazines
to be bound should be mailed or
delivered to

February........................... 1906
April................................... 1906
May..................................... 1906
January......................
1907
February........................... 1907
November.......................... 1910
January.............................. 1911
April................................... 1911
March................................. 1923
March................................. 1925

THE JOURNAL OF ACCOUNTANCY

NEW YORK, N. Y.

Incorporated

135 Cedar Street

THE JOURNAL OF
ACCOUNTANCY
Incorporated

135 Cedar Street

New York

When writing to advertisers kindly mention The Journal of Accountancy

THE JOURNAL OF ACCOUNTANCY

THE ECONOMY FOLDER

The ECONOMY Folder is a continuous back
cover made of the highest grade artificial leather
in black.
These covers are compact, neat in appearance,
light in weight and very flexible. They are ideal
for report covers and many other uses.
List of Stock Sizes (binding side first)
$.50
Size 6¾ x 3¾
Size 11 x 8½
.50
“ 8½x11
. .55
“ 7¾ x 5
“ 14 x 8½
. .55
“ 8½x14
" 8½ x5½
. .80
" 12 x 9½
" 9½ x6
Special sizes quoted on application

$ .90
.90
1.00
1.00
1.10

John Ward & Son
Printers and Stationers

115 Cedar Street

New York

112 Liberty Street

BULLETIN of the
AMERICAN INSTITUTE of
ACCOUNTANTS
TN response to numerous requests the American
Institute of Accountants has increased the size of
its confidential bulletin and now offers the publica
tion to persons other than those who are members
and associates of the American Institute of Ac
countants.
The first issue of the new bulletin appeared May
15, 1924, and consisted of 16 pages of court deci
sions, records of meetings, news of state boards,
new state laws, news of local societies, personal
items, etc.
The bulletin is to appear on the 15th of every
month with the possible exception of July and
August of each year.
The bulletin is supplemental to The Journal of
Accountancy. Persons who are readers of The
Journal should avail themselves of this opportunity
to obtain the more informal record of accounting
news which the bulletin presents.
$1.00 per annum

15 cents a copy

Subscriptions may be addressed to the

Use the HB “Eldo
rado” for figuring com
missions and discounts
and for all general ac
counting work. The
figures will be clear
and distinct, yet easily
erased when necessary.
You’ll save time too.

DIXON'S

ELdoradO
“The Master Accounting Pencil”
SEND FOR FREE SAMPLES

Write for full-length free samples
of Dixon’s “Eldorado” and Dixon’s
“Best” Colored Pencils. Both
are supreme in their field.

JOSEPH DIXON CRUCIBLE COMPANY
Pencil Dept. 117-J
Jersey City, N. J.

Journal of Accountancy, Inc.
135 Cedar Street, New York
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ACCOUNTANTS
Write Today for Our Big Catalog of Loose Leaf Supplies

Our General Catalog—One hundred and fifty pages
of accounting forms and devices.

The Tarco Loose Leaf Directory illustrates, prices and de
scribes the largest selection of standardized systems, record
keeping forms and machine bookkeeping equipment we
have ever offered the accounting profession. Invaluable
as an aid to the accountant in selecting the exact forms
required.

Accountants’ Analysis and Work Sheets
Tarco Analysis Sheets are tough and durable, permit of fast accurate work, relieve eye strain and offer
a wide selection. Save money on your own as well as your clients’ supplies.
SAMPLE ANALYSIS SHEETS SENT ON REQUEST

TALLMAN, ROBBINS & COMPANY, 324 West Superior St., Chicago, III.

Classified Advertisements
HELP WANTED

Wanted
Senior accountants for our Florida office to which office applica
tions should be addressed, giving full particulars. Meaden &
Welsh, Certified Public Accountants, Members of American
Institute of Accountants, 204 Hall Building, St. Petersburg,
Florida. 801 Swetland Building, Cleveland, Ohio.

Help Wanted
Salaried positions $2,500 to $25,000 upward; executive, tech
nical, administrative, engineering, manufacturing, professional,
managing, financial, etc., all lines. If qualified, and receptive
to tentative offers, you are invited to communicate in strict
confidence with the undersigned, who will conduct preliminary
negotiations. A method is provided through which you may
receive overtures in confidence, without jeopardizing present
connections, and in a manner conforming strictly to profes
sional ethics. Established 1910. Send name and address only
for preliminary particulars. No obligation. R. W. Bixby,
Inc., 513 Lockwood Building, Buffalo, N. Y.

Wanted
Qualified senior accountant with capital, willing to invest with
Institute member in an established accountancy practice in a
western metropolis. Box 679, care of The Journal of Account
ancy.

MISCELLANEOUS

Office and Desk Space
with complete service and all office requirements of an account
ant, or other professional business men. Mail Address, $2.00;
Mail and Telephone Service $5.00; Desk Service including
mail and telephone, $7.50 and up a month. Our telephone
number, Stuyvesant 8300, includes ten trunk lines. H. W. A.
Service Co., Inc., 32 Union Square, New York City.

Public Accounting Practice
Wanted
Accountants desiring to expand will purchase practice of firms
in practically any locality of the United States or will offer con
solidation with a firm of certified public accountants that has in
view a national organization. Present owner will be given an
opportunity to become resident manager. Box 678, care of
The Journal of Accountancy.

Certified Public Accountant
located in the south, can handle southern engagements of other
accountants. Correspondence desired with eastern or northern
firms who have occasional engagements in the south. Can
convince of ability to handle work in a satisfactory manner.
Box 682, care of The Journal of Accountancy.

SITUATIONS WANTED

Young American
26, who has passed New York certified public accountant ex
aminations possesses four years of public accounting experience
and is at present studying for the bar, desires to connect with
either a public accounting or an industrial organization where
ambition and energy are not penalized. At present located
in New York City with a private concern. Salary desired
$2500.00. Willing to travel. Box 680, care of The Journal of
Accountancy.

Situation Wanted
About September 1st by certified public accountant as secretary
large corporation where proven ideas of accounting for costs and
Income Tax may be applied to good advantage. Thoroughly
experienced in business, Federal Tax laws, auditing, accounting.
Capacity for work unexcelled. Forty-four years old, Christian,
married, best health and habits. Not a cheap man. Advise
location, size and duration of operation. Box 681, care of The
Journal of Accountancy.

Certified Public Accountant
wants to purchase practice of firms located in Boston or New
England. Box 683, care of The Journal of Accountancy.

Accountant
seeks partnership with public accountant. Has $1500.00 per
annum practice developed in spare time while regularly em
ployed. Your offer must guarantee a minimum of $5000.00
per year. Age 38, married and resides in Brooklyn, New York.
Would consider attractive proposition elsewhere. Box 684,
care of The Journal of Accountancy.

For Rent
Trinity Building, private office in finely furnished suite, tele
phone service, etc. Box 685, care The Journal of Accountancy.

Accountant

Established Accounting Practice

having ten years’ experience in the public utility field, and now
engaged in private practice, desires a connection as a senior
accountant with a firm specializing in this field. Thoroughly
familiar with Federal Tax Laws. Box 687, care of The Journal
of Accountancy.

in the Ohio Valley can be purchased for the sum of the average
net earnings for two years. Liberal terms to responsible party
with security to offer. Present owner willing to remain with
business for one year. Box 686, care of The Journal of Ac
countancy.

When writing to advertisers kindly mention The Journal of Accountancy

DUTIES OF THE JUNIOR
ACCOUNTANT

INTRODUCTION TO
ACTUARIAL SCIENCE

By W. B. REYNOLDS and F. W. THORNTON

By H. A. FINNEY
7x5 inches; 107 pages

Published under the Endowment Fund of
the American Institute of Accountants

A WORK that every accountant and
student of accountancy should possess
and study.
BECAUSE of the desire of many ac
countants and students for informa
tion on this subject, Mr. Finney, edi
tor of the Students’ Department of
The Journal of Accountancy, has
written this book consisting of 101
pages, 5x7 inches, printed in large
type and bound in cloth.

THE TEXT of “Introduction to
Actuarial Science” consists of articles
which appeared in The Journal of
Accountancy and solutions of all
problems in actuarial science contained
in the examinations of the American
Institute of Accountants up to and
including May, 1920.

INTEREST, single investments, an
nuities, leasehold premiums, bonds and
depreciation are discussed in a clear
and concise manner.
THIS WORK should appeal not only
to the accountant but to many busi
ness men.

Price $1.50 delivered in the
United States of America

This work tells what is expected of the
beginner and of the more experienced
junior accountant. It is an aid to learn
ing what to do and how to do it.
A fund of advice and suggestion is
afforded the reader on:
Keeping auditor’s records.
Beginning work on assignments.
Verification of bank balances, cash on
hand, etc.
Checking footings.
Vouching entries.
Checking accounts carried in foreign
currency.
Verification of securities.
Taking trial balances.
Vouching capital assets and additions
thereto.
Liabilities not taken up.
Exhibits.
Conduct in clients’ offices.
Utilizing waiting time.
Care of papers.
Care of clients’ books and records.
Matter to be included in reports.
First published in book form in Feb
ruary, 1918, this book’s popularity has
been consistently maintained. It is now
in the fourth printing.

Price, in Cloth Board Binding, $1.00
THE AMERICAN INSTITUTE OF
ACCOUNTANTS

AMERICAN INSTITUTE OF
ACCOUNTANTS

135 Cedar Street

PUBLISHED UNDER THE ENDOWMENT FUND OF
THE AMERICAN INSTITUTE OF ACCOUNTANTS

New York

135 Cedar Street

THE RUMFORD PRESS
CONCORD

New York

Pace Institute pro
vides, for thorough-going
students, Accountancy in
struction of the right Sortinstruction that builds technical profi
ciency on the basis of sound conceptions
of theory.
Enrollment is preferably made in resident school
classes in New York, Newark, Washington, or
affiliated schools. If resident study is not practicable,
enrollment may be made in the Extension Division
and study proceeds by correspondence.
In either event, able accountants and lawyers guide
you along the paths of productive study—step by step
progress is made as the subjects are unfolded and
co-ordinated in a way peculiar to the curriculum of
Pace Institute.
The Institute stands ready to counsel with you and to serve
you educationally and vocationally. The new general outline
of study, covering the revised and amplified course, is now
available. For this outline and for detailed information
apply to

Pace Institute
30 Church Street, New York City
Transportation Building

24 William St.

Washington, D. C.

Newark, N. J.

